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THE 1970 MIDYEAR REVIEW OF THE STATE OF
THE ECONOMY

MONDAY, JULY 20, 1970

CONGRESS OF THE UNITED STATES,
JOINT EcoNo0ric CoMim rrEE.

Washington, D.C.

The Joint Economic Committee met, pursuant to recess, at 10:10
a.m., in room S-407, the Capitol Building, Hon. Wright Patman
(chairman of the committee) presiding.

Present: Representatives Patman, Widnall, and Brown; and
Senators Proxmire and Percy.

Also present: John R. Stark, executive director; James W.
Knowles, director of research; Loughlin F. McHugh, senior econo-
mist; Richard F. Kaufman, economist; and George D. Krumbhaar
and Douglas C. Frechtling, economists for the minority.

Chairman PATMIAN. The committee will please come to order.
Today we resume our review of the state of the economy, hearing

from two chief economic advisers of the President. I may say that
in our hearings so far, which have been taking place since July 8,
there have been few words of cheer from our witnesses, who included
business executives, a leader of labor, Government regulators, private
economists, and last Friday two of our own committee members who
are experts on the balance of payments and related problems.

Almost all major aspects of the economic outlook present serious
problems to which apparently there are no ready or early solutions,
and matters appear to be getting worse rather than better.

The statements submitted for today attempt to show us some rays
of hope in the possibility that the recession has bottomed out. But I
have yet to be convinced. Our unemployment is at a peak. Of course,
I am hoping that it has bottomed out. The rate of price increase is

extremely high. We have lost a tremendous amount in national
production and, even worse, there is no prospect that I can see that
will prevent our losing a vast amount more.

For that reason, we are most anxious to hear from the representa-
tives of the administration, and I want them to know that we are
listening attentively to everything they say. It is obvious that in

our present troubles we need all the cooperation and ability that we
can muster and I want you to know that we intend to work with
you in every way that we can.

Our first witness todav will be Dr. Paul McCracken, Chairman of
the Council of Economic Advisers. Following him, we shall hear
from Dr. George Shultz, until just recently Secretary of Labor and
currently Director of the new Office of Management and Budget.

(379)
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Mr. McCracken, your prepared statement will be inserted in the
record and you may proceed as you desire. We would appreciate it
if you could summarize so we will have more time to ask questions.

STATEMENT OF PAUL W. McCRACKEN, CHAIRMAN OF THE
COUNCIL OF ECONOMIC ADVISERS

Mr. MCCRACKEN. Thank you very much, Air. Chairman, members
of the committee. I appreciate very much the opportunity to appear
again before this committee for its midyear review of economic de-
velopments and their implications for policy. The past few months
since I was last before the committee have been a period of great
uncertainty about where the economy was going and of unusual
volatility in sentiment. Recent developments and information, how-
ever, have made the main elements in our situation somewhat clearer.

First, the economic decline has not cumulated, but appears to be
bottoming out and at worst is unlikely to proceed much further. Its
maximum dimension will be far short of the experience in any of
the postwar recessions

Second, signs of the expected slowdown in the rate of inflation are
becoming stronger, and there is little doubt that continuation of
economic policy on its planned course will reduce the rate of inflation
further. The inflation rate has proved to be more stubborn than was
commonly expected. but it has not been immune to changing eco-
nomic policies and conditions.

Third, attention should now focus on the requirements for assuring
that the upturn will carry through steadily to full employment but
not so rapidly as to cause inflation to speed up once more.

Mir. Chairmani there follows a rather long section which is a
review of economic developments in the first half of my prepared
statement which I will not read.

Chairman PATMAN. It will appear in your prepared statement.
Mir. MCCRACKENV. I would like to turn now to the topic "Prospects

for the Remainder of 1970," which I take up in my prepared statement.
Chairman PATMAN. All right, sir.
Mr. MCCRAKc1EN. In the rather substantial section which I am not

bothering to read I have simply outlined economic developments
during the first half of the year, both in the domestic economic situa-
tion and in our balance of payments.

I turn now to the question of prospects for the remainder of 1970.
We have behind us a moderate decline in the real economy and the

first signs of a decline in the rate of inflation.

WHAT LIES AhIEAD?

With economic activity bottoming out in the second quarter of
1970, it is reasonable to expect a resumption of growth in real GNP
in the second half, also accompanied bv a better price performance.
As we stated in our economic report, the existence of slack in the
economy means that increases in demand can be translated more
nearly into output increases rather than price increases. At the same
time, we are likely to experience a further moderate rise in unem-
ployment rates over the average level that prevailed in the second
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quarter. The unemployment rate will start to level out and decline
onlv after the recovery is vigorous enough to diminish the gap be-
tween actual and potential output.

At the start of 1970 it was recognized that, in order for the econ-
omv to resume its expansion in the second half, it would be necessary
to relax monetary policy at the beginning of the year. A change in
monetary policy occurred around midwinter. Growth of the money
supply from December to June averaged 4.2 percent at an annual
rate, as compared with 0.6 percent for the preceding half year.

In capital markets, the change in policy first produced easier
credit conditions. Short-term interest rates declined sharply.
Although IJ.S. Government and municipal bond yields also receded,
corporate yields only leveled off and in May they began to rise again.
With pessimism about profits and with a continuing need to refinance
short-term indebtedness incurred in earlier months, corporate de-
mand for long-term credit remained intense. Corporate bond issues,
which had totaled $9.3 billion in the first half of 1969 and $9.1 billion
in the second, were $14.1 billion in the first half of 1970. However,
the early weeks of July brought signs that these pressures have
abated, and bond yields have backed down from their peaks of June.

At the turn of the year, deposit flows into savings institutions
began to recover dramatically from the severe decline of 1969. The
net change in mortgage holdings of all financial institutions, which
had fallen sharply after the middle of 1969, reached a low point in
March and showed a definite improvement in April and May.

The increase in the money supply and improvement in credit
market conditions should be felt throughout the economy but should
be most noticeable in the case of homebuilding, and State and local
expenditures. There have already been some signs of an upturn in
homebuilding; building permits rose in April and May to their best
levels in about a year. Housing starts rose sharply in June. A very
considerable backlog demand for housing has built up as a result of
the low volume of housing starts in the past several years, and the
easing of credit ought to find a reasonably prompt response in
housing starts.

Fiscal policy also became more expansive in the first half of 1970.,
and we have by no means felt all of the effects of this stimulus. That
is suggested by the unusually high saving rate (71/2 percent) in the
second quarter, indicating that consumers have not yet fully adjusted
outlays to increases in their after-tax incomes. Furthermore, start-
ing in July, there was the complete elimination of the surtax as
well as the increases in personal exemptions that were part of the
Tax Reform and Relief Act of 1969. These provisions will add an
estimated $5 billion to consumer disposable income in the third
quarter. Altogether, the elimination of the surtax, the rise in social
security benefits, the Federal pay raise, and the reform and relief
provisions of the tax law have added over $16 billion to consumer
disposable income since the final quarter of 1969. We have already
seen some positive results in consumer spending in the first half, and
it is reasonable to expect more in the second as consumers adjust more
fully to these income changes.
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Federal expenditures are not likely to show much change over
the current half year. Cutbacks in defense purchases will continue,
offset by rising purchases of other types.

Finally, plant and equipment outlays ought to be a little higher
in the second half than in the first. This is not inconsistent with a
further scaling back of the plans reported in the June Commerce-
SEC survey. Inventory accumulation should also rise after the
unusually low figures of the past half-year.

When we put these figures together, they add to increases in
real GNP of moderate size in the second half. This assumes no
interruptions from major strikes, about which I have no special
knowledge. We should also see for the first time a slower price rise
at the consumer level. Prospects are particularly favorable for retail
food prices to change relatively little in the second half because of
larger supplies coming to market.

THE PROBLEM OF LIQUIDITY

The chairman of the committee requested that I comment on the
liquidity problem. This is an important matter. It is a factor thought
by some to cloud the prospect for economic revival and even to
hold potential danger that a decline might resume.

A liquidity problem in the sense of disorganized financial markets
clearly does not exist. If there were a generalized scramble for funds,
interest rates, particularly short-term rates, would be rising sharply.
In fact, they have been declining. Our banks are strong. Consumer
credit is not out of line with incomes, and delinquency rates are well
within the range of normal expectation.

Certain statistical measures of average liquidity have shown sub-
stantial declines. For example, the ratio of quick assets (cash and
U.S. Government securities) to current liabilities for nonfinancial
corporations declined from 0.33 at the end of 1964 to 0.19 at the
end of 1969, and to 0.18 in the first quarter of 1970. For manufac-
turing corporations in this 5-year period, the decline was from 0.43
to 0.23. These declines seemed to have come heavily in two spurts,
one from 1964 to 1966 and the other from 1968 to date.

These declining measures of liquidity reflect many things. There
has been a long-run trend toward holding smaller reserves of cash
and marketable securities, as companies have been attracted by
the increased profits obtainable from investing such funds in in-
ventories and other forms of working assets. Modern techniques of
short-term financial and portfolio management have also encouraged
this development of economizing on resources, essentially cash
resources.

In addition to these long-run trends, two further developments
seemed to become more evident in recent years. Both were related
to the persisting inflation that began to gather momentum in 1966.
As the inflation persisted, and after 1967 accelerated, firms began
to shift from cash and financial assets to inventories and physical
capital assets. This was presumably a preventive measure reflecting,
in part, fears about an erosion of the real value of assets from con-
tinuing inflation. In their endeavor to minimize these risks some
businesses may have come to give inadequate weight to the normal
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risks and contingencies for which quick assets and a strong current

position are a part of prudent financial management.
Moreover, business capital demands were intense in 1969, as pro-

jected increases in outlays for plant and equipment rose to the

12-14 percent range, this is an economy capable of increasing real

output by not much over four percent per year. There was in many

of these capital budgets also a strong component of inflation-
mindedness. These developments began to crowd against a flow of

internal funds adversely affected by declining profits. Heavy de-

mands were, therefore, thrown into credit markets also under grow-

ing pressure from restrictive monetary policies. Financial markets

tightened and interest rates rose sharply. In the face of high bond

yields and falling equity prices, many companies borrowed short-

term funds last year with the intention of converting to long-term

financing at a more opportune time later. This year many firms

were faced with converting this short-term indebtedness into longer-

term maturities. As a result, the demand for long-term funds con-

tinued to be intense this year, and the bond market has been forced

to handle a tremendous volume of new issues. In the intense com-

petition for funds, some borrowers have inevitably been squeezed

out. Mir. Chairman. -we are now engaged in a more detailed study

of this problem which extended considerably beyond the time period

for this testimony, and I think it may be possible to have this report

available for the record.
Chairman PATMAN. In connection with your remarks.
Air. MCCRACKEN. Right.
Chairman PAT-MAN. Yes, sir, that will be satisfactory.
MIr. MCCRAcKEN. Our study, however, of this problem to date has

led us to three main conclusions. First. the financial institutions of

the country are in sound condition and financial markets are work-

ing effectively. The ability of the banking system to meet demands

upon it has been strengthened by accessibility of the Federal Reserve

discount window and by the new ability of banks to attract funds

through certificates of deposit.
Second, although the liquidity of nonfinancial corporations on the

average has declined by almost any measure. it is only in exceptional

cases that serious difficulties exist. These cases do not constitute a

problem for the economy as a whole. At the same time, we must be

alert to these situations, and have the capability and will to handle

them decisively, in order to minimize the danger of adverse second-
arv effects.

Third, the overall supply of liquidity as measured by the supply

of monev and the availability of credit. is on the low side of what

is needed, especially for a period which we expect to be the begin-

ning of renewed expansion. Assurance of a sustained rise in the

economy would be improved by more rapid strengthening of the

economy's general liquidity position.

MANAGING A NON INFLATIONARY EXPANSION

There is a strong and increasing basis for confidence that the

decline of the economy is about over and that we will soon be seeing
the signs of an upturn. While there is, as usual, disagreement about
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the precise dates and quantities involved, it is timely for us to look
beyond the turn as such and explore the problems of managing an
orderly recovery to full utilization of our productive capacity.

The word "managing" deserves emphasis. Having come this far
along the road of reestablishing the basis for a more stable price
level, we must resist the temptations of overly expansionist policies.
There is too much viscosity in our economy for it to make an im-
mediate and dramatic rebound, and in trying to achieve this we
would court the risk of reactivating inflationary pressures and in-
flationary fears.

At the same time we can now begin a more expansionist course
for the economy and still continue to make progress against the
inflation. Price developments in the period ahead will heavily reflect
the emergence of slack in earlier quarters. Pricemaking forces move
slowly through the economy. We have already incubated disinfla-
tionary pressures whose results on the price level are still largely
to come into the picture.

Moreover, even when the economy has turned the corner, we can-
not assume an automatic return to full employment. In 1958 the
economy began a strong recovery from its low point, but that did
not continue long enough to eliminate its slack. The 1960-61 reces-
sion was the mildest of postwar history, but 4 years after its low
point the unemployment rate was still 5 percent, and another year
was required to achieve 4 percent. Certainly our goal must be to
regain full employment more promptly this time than in those
earlier periods.

We must begin now to think in terms of the magnitudes that will
be required in the period ahead. These magnitudes are large. Poten-
tial real output rises by at least 4 percent per year as a result of the
growing labor force and the various factors that increase produc-
tivity. In addition to this we now have some arrearages to make up
within a reasonable period. Total output was probably running about
4 percent below its potential, in the second quarter of 1970, as con-
ventionally defined; that is, it was about 4 percent below the output
we would have produced if unemployment had been 4 percent and
productivity had been on its long-term trend. And the price level in
the period ahead will have some upward drift even though the in-
flation continues to decelerate. Therefore, the rates of increase of
money GNP required for recovery to full employment will be some-
what higher than the needed rates of increase of real output alone.
These figures suggest that, even for the economy to move along an
essentially noninflationary growth path, needed rates of growth in
the money demand for output will be large.

Such rates of increase of total output would also involve unusually
large increases in productivity-in output per man-hour. The possi-
bility of achieving a large increase of productivity is implicit in
the estimate that, while unemployment in the second quarter of
1970 was roughly one percentage point below full employment, real
output was 4 percent below potential. A rapid increase of produc-
tivity has been our normal experience when the economy was in the
early stages of recovery from a slowdown, and there is no reason
why it should not occur now.
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The rapid rise of productivity would, of course, make a substan-
tial contribution to the reduction of inflation, reversing a factor
which has been making a major contribution to the continuation
of inflation. If productivity should now rise for a time at the rate
of 4 or even 5 percent, which is not impossible, the rise of unit labor
costs would be dramatically reduced, and so would cost pressures
on the price level.

In the management of fiscal and monetary policy it will be essen-
tial to keep in mind that a rate of expansion which is appropriate
if we are moving along the path of reasonably full employment is
not adequate when we begin from a position substantially below
that path. This is doubly important when we bear in mind that it
is also an economy needing some strengthening of its liquidity
condition.

The problem of fiscal management in the period ahead is par-
ticularly complex. And since Air. Shultz is here I have only a very
few comments on that. The basic task of fiscal policy is always to
assure that we make provision for the most important national needs
which should be met through the Federal budget and that resources
and finance are left available for those important public and private
needs that must be met outside the Federal budget. The overwhelm-
ing requirements of this task. and of the political process through
which it is performed, leave little room for flexible variation of the
budget to meet. changing short-run requirements of economic stabili-
zation. In fact, as experience demonstrates, just to keep the budget
from being a destabilizing force in the system is difficult enough.

Probably the basic contribution fiscal policy can make to the
orderly and expeditious recovery of the economy is that it should
not place upon either monetary policy or on private market forces
the need to adapt to sharp changes of conditions. We should achieve
at least a balance and hopefully a moderate surplus in the budget
when the economy regains full employment, because after this
present multifaceted transition the demand for capital to finance
housing, State and local investments, and business investment will be
high, and a strong budget will help to meet those demands. The
transition from today's deficit to the desired full-employment bal-
ance or surplus should be made smoothly as the economy rises to
its potential. Particularly we should avoid falling off this path into
significantly larger deficits. One of the most serious consequences of
such a development would be to interrupt the emergent recovery of
housing.

The recovery of the economy added to its normal growth will
greatly increase the revenue-yielding base. But what is truly amazing
is the extent to which this increase is already committed, by tax
reductions scheduled under the 1969 act and by a seemingly irresisti-
ble flood of expenditure increases built into existing legislation. The
dominant, persistent budgetary problem of our time will be to hold
expenditures in line with what the people are willing to pay for.
We cannot afford to be diverted from that task.

The administration relies basically on the combination of fiscal
and monetary policy. with the spontaneous adaptive forces of the
private economy, to move us along the path to full employment
with less inflation. Still we have been anxious, as any administration



386

would be, to find supplementary measures that would really help
to speed the disinflationary process. To this purpose we began con-
sidering in March 1969 a wide range of possible actions falling
within the category loosely called price-wage policy or incomes
policy. We have not, of course, lacked suggestions in this area.

Our objective was to isolate those elements of such possible actions
that held some promise of success. In this consideration, it was
necessary to g et behind the labels pinned on policies to discover what
they really consisted of and were really likely to perform. The con-
clusion of considerable studv and discussion within the administra-
tion was that the following steps would be useful:

1. To mount a major cooperative effort of the private sector and
the Government to increase productivity.

2. To provide a forum within which leaders of the private sector
and of the Government can discuss the requirements of a stable
and growing economy.

3. To provide the public with more information about the conse-
quences for the course of the inflation of private wage and price
decisions.

4. To assure that in the exercise of the Federal Government's pro-
curement and regulatory functions more weight be given to the
objective of restraining inflation.

The President announced in his address on June 17 that these steps
would be taken. Since then we have been engaged in putting them
into effect. A National Commission on Productivity has been estab-
lished. It will hold its first meeting on August 6. At that time the
Coimcil of Economic Advisers will submit to the Commission its
first inflation alert, outlining the consequences of major price and
wage decisions for changes in the price level. A Regulations and
Purchasing Review Board has also been established to determine
where these Federal activities tend to drive up prices, and this
Board is now functioning.

These measures have been carefully chosen. They are an effort to
assure that, within the logic of a free economy, we leave nothing
undone to assist the country through the difficult transition we must
now make. We will pursue this effort as diligently as possible and
are hopeful it will make a contribution.

CUSHIONING ADJ-USTDIENT HARDSHIPS

During this period of transition we need measures to cushion
the adverse effects of the adjustment. The unemployment insur-
ance system has been a support to hundreds of thousands of workers
during interruptions of employment. Last year the administration
proposed legislation that would have extended unemployment in-
surance coverage to millions of workers now uncovered, and improve
the system in other respects. It is to be hoped that this can soon
become legislation.

The administration has also proposed an automatic increase of
10 percent in funds allocated to manpower training programs when
the unemployment rate rises about 4.5 percent for 3 consecutive
months. Had this legislation been enacted, this increase would al-
ready have taken effect. Unemployed workers could take advantage
of these increased opportunities for training and upgrading of skill
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levels during interruptions of employment. Higher skill levels of

the work force have been an important source of productivity growth,

and the increased training opportunities under the Manpower Train-

ing Act would enable these workers to obtain better jobs and lay

the basis for future improvements in their earning capacity and in

national productivity.
Now to summarize my testimony. This review of recent economic

developments, evidence about our prospects, and the implications

of these for the management of economic policies has led me to four

major conclusions.
First, the adjustment of the economy to needed measures of disin-

flation though painful has produced no cumulative decline in busi-

ness activity. In overall terms it has established itself as discernibly

less severe than the 1960-61 decline, which itself was the mildest

recession of the postwar period.
Second, an evaluation of basic forces which will be shaping the

course of the economy in the period ahead leads to cautious optimism

about an improvement in business conditions during the second half

of the year.
Third, in our understandable desire to regain full employment

promptly, we must not undo the substantial progress that has been

made in establishing the basis for a more stable price level.

Fourth, mindful of the need to move in an orderly way, we must

now face up to managing the resumption of an expansion that in

a reasonable period can bring the economy back to thle zone of full

employment. The magnitudes are large because the basic capacity

of the economy is growing rapidly, we set out on the return to full

employment from a position that is below the basic path, and some

strengthening of the economy's liquidity resources commends itself

now as a prudent consideration of policy.
Thank you, Mr. Chairman.
Chairman PATMAN. Thank you, Dr. McCracken.
(The prepared statement of Mr. McCracken follows:)

PREPARED STATEMENT OF PAUL W. McCRACKEN

I appreciate the opportunity to appear again before this Committee for its

mid-year review of economic developments and their implications for policy.

The past few months since I was last before the Committee have been a period

of great uncertainty about where the economy was going and of unusual

volatility in sentiment. Recent developments and information, however, have

made the main elements in our situation somewhat clearer.

First, the economic decline has not cumulated, but appears to be bottoming

out and at worst is unlikely to proceed much further. Its maximum dimensions

will be far short of the experience in any of the postwar recessions.

Second, signs of the expected slowdown in the rate of inflation are becoming

stronger, and there is little doubt that continuation of economic policy on its

planned course will reduce the rate of inflation further. The inflation rate

has proved to be more stubborn than was commonly expected, but it has not

been immune to changing economic policies and conditions.

Third, attention should now focus on the requirements for assuring that the

upturn will carry through steadily to full employment but not so rapidly as

to cause inflation to speed up once more.

EcoNOMIC DEvELoPMENTS IN TnE FIRST HALF OF 1970

Let me now turn to economic developments during the first half of 1970,

partly against the background of expectations held at the beginning of the year.
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THE SLOWDOWN OF DEMAND

A major factor in the change that has occurred in the economy in the past
year has been the reduction in the rate at which total expenditures (private
and public) for goods and services increased. Reducing the rate of increase
in this money demand for output was one of the key steps in the policy of
reducing the rate of inflation. It was obvious at the beginning of 1969 that
with the economy crowding capacity and with total output capable of growing
by around 4 percent a year, continued increases of expenditure much in excess
of that rate inevitably meant continued rapid inflation. The objective of fiscal
and monetary restraint was to check the growth of total expenditures for out-
put, but not so sharply as to trip off a downward spiral of incomes and output.

The rate of increase in these total expenditures declined by almost 50 per-
cent from the three quarters ended in July-September 1969 to the three quar-
ters ended in April-June 1970. The dollar amounts of these changes in total
expenditures and in its main components are shown in the accompanying table.

CHANGE IN THE ANNUAL RATE OF TOTAL EXPENDITURES (GNP), BY COMPONENTS

[Seasonally adjusted annual rates in billions]

1968-IV 1969-111
to to

Component 1969° I1 1970-Il

Total -$ 51.2 $27. 5
Federal purchases --. 6 -2.9

(Defense) .- (-6) (-2.7)
All other -- 50.-6 30.4

Change in business inventories ---- 2.0 -8.7
Final sales (excluding Federal purchases) - -48. 6 39.1

Consumption expenditures 31.3 32.1
Nonresidential fixed investment 9.9 1.2
Residential construction -- - -.7 -2.5
Net exports 1.2 1.2
State and local purchases -- 6.9 7.1

Source: Department of Commerce.

ANNUAL RATE OF INCREASE IN THE MONEY SUPPLY AND TIME DEPOSITS

[Seasonally adjusted]

Money
Money supply plus
supply time deposits

Period (percent) (percent)

December 1967-June 1968 -7.3 6.4
June 1968-December 1968 -7.1 12.5
December 1968-June 1969 -- -------------------------------- 4.4 .1
June 1969-December 1969- .6 -. 3
December 1969-June 1970- 4.2 5. 7

Source: Board of Governors of the Federal Reserve System.

The complex interaction among components of GNP makes it impossible
to say how much of this slowdown in spending was due to policy actions and
how much to spontaneous forces, or to isolate the separate effects of different
policy measures. Nevertheless, it seems reasonable to conclude, since it con-
forms to expectations based on past experience, that the reduction in the rate
of monetary expansion had a general and pervasive influence. The money
supply, which had grown at highly inflationary rates in 1968 and set the stage
for further overheating the economy in 1969, increased only moderately in
the first half of last year, and in the second half of 1969 there was virtually
no expansion. Indeed, the money supply broadly defined to include time de-
posits actually declined slightly in that half-year period.

The influence of monetary policy was supplemented and to some extent
directed into specific channels by the fiscal actions which accompanied it. The
shift from increasing to decreasing defense production has clearly exerted
an independent influence, and it was on a larger scale than is indicated by
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defense purchases alone because some part of the reduction in inventory
accumulation was also the result of lower defense production. At the same
time budgetary actions-the tax reduction and the social security benefit
increase especially-were helping to sustain the increase of consumption ex-
penditures in the face of a much reduced increase of earned personal income.
But these budgetary actions helped to shift the budget position, as measured
in the national income accounts, from a surplus at the annual rate of about $7
billion in the second half of calendar 1969 to a deficit of about the same size
in the first half of calendar 1970. This contributed to the continued tightness
of capital markets and to the lag of housing.

Although the increase of total expenditures for output has been markedly
less in the past three quarters than earlier, the increase was larger in the
second quarter of 1970 than in the previous quarter or in the fourth quarter
of 1969. This is part of the evidence of an emergent economic expansion.

That the rate of increase of total spending for output should slow down
was, as I have already indicated, both expected and desired, in order to reduce
the inflation. The actual increase in the rate of spending from the third
quarter of 1969 to the second quarter of 1970 was $6 billion below the in-
crease expected when we made our projection for the year in January. This
difference is largely accounted for by an unexpectedly sharp reduction in the
rate of inventory accumulation. Final sales, i.e., total expenditures less addi-
tions to inventories, have risen about $1 billion more than we had projected.

THE DECLINE OF REAL OUTPUT

A slowdown in the rise of real output was an inevitable part of the dis-
inflationary process. The rate of inflation would not respond immediately to
the slower growth of total expenditures, and this lag would adversely affect
the rise of real output. Real output would move below its potential, but this
would be essential as a part of altering the balance of market pressures
against wage and price increases.

It was part of the strategy of policy that a sharp decline of output was to
be avoided and that the gap between actual and potential output be kept
small. The reason for this was to limit adverse effects on incomes, produc-
tion, and employment, and to reduce the danger that the slowdown would
set off a cumulative downward spiral. It was recognized that caution on that
side implied some willingness to accept delay in seeing anti-inflationary
results.

In fact, total production, as measured by the gross national product in con-
stant dollars, has declined 0.9 percent from its peak in the third quarter of
1969 to the second quarter of 1970. For perspective, this may be compared
with 3.2 percent in the corresponding period after the peak in 1953, 3.4 per-
cent after 1957, and 1.3 percent after 1960.

Industrial production has declined 3.4 percent from its peak in July 1969
to June 1970. Industrial production is typically more variable than total out-
put. The current decline of industrial production has also been smaller than
the decline over an equal interval in postwar recessions.

We consider it important to note that real output showed no sign of a
cumulative decline. The largest decline came in the first quarter and, accord-
ing to preliminary estimates, total output was essentially unchanged in the
second quarter. Industrial production continued to fall through June, but the
percentage decline in June was less than in May or April.

In our Annual Report at the beginning of the year, we indicated our be-
lief that total real output would be approximately level in the first half of
1970. Instead. the decline in the first quarter and leveling in the second quar-
ter left second quarter output about 0.7 percent below the fourth quarter rate.

EMPLOYMENT AND UNEMPLOYMENT

The slowdown in the increases in demand and output have, of course,
affected the employment and unemployment picture. By the end of the first
half of 1970, total civilian employment, although one-half million greater than
a year earlier, was one-half million less than in December 1969. We expected
that the demand for labor would be weak in the first half when real output
was edging down.

The unemployment rate increased markedly in the first half of 1970, from
3.6 percent in the fourth quarter of 1969 to 4.1 percent in the first quarter and
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to 4.8 percent in the second. The increase in unemployment during the first
quarter was in part a consequence of an unusually rapid growth in the labor
force. On a seasonally adjusted basis, the civilian labor force grew at a 5.9
percent annual rate from December to March, far in excess of its normal
rate. However, some correction of this extraordinary growth occurred in the
second quarter, when the labor force contracted. By June the labor force was
only 2.0 percent above its level a year earlier, a growth rate much more in
line with normal expectations.

At the beginning of 1970, we expected some increase in unemployment dur-
ing the year. The greater than expected increase in unemployment was a re-
sult of several factors in addition to the very large increase in the labor
force in the first part of the year. Output was more sluggish in the first half
than we had expected, and employment growth was consequently weaker. In
addition, strikes in the trucking industry, particularly in the Midwest, led
to widespread temporary layoffs.

Cutbacks in the defense industry also contributed significantly to job loss,
particularly among highly specialized workers in certain parts of the country.
The extent of this and its economic implications are inadequately recognized.
From the last quarter of 1968 to the second quarter of 1970, the annual rate
of defense purchases, of goods and services, declined by about $13 billion in
real terms (at mid-1970 prices). Further significant decline may be expected
during the remainder of this year. As I pointed out earlier, the decline in
defense production is undoubtedly larger than the decline in defense purchases
because as defense orders fall more and more deliveries are made out of inven-
tories rather than out of production. The armed forces have been reduced
423,000 from their peak, and employment in defense product industries has
declined 320,000 over the past 2 years.

The unemployment problem normally associated with such a transition from
defense to civilian production and employment comes on top of the unemploy-
ment problem associated with the ending of an inflation. In other circum-
stances, a stronger general demand for labor might have existed or been cre-
ated, which would have speeded up the absorption of former defense workers
into other employment.

The number of persons counted as unemployed increased by 1,137,000 from
June 1969 to June 1970. The common picture of this as meaning that 1,137,000
persons once permanently employed are now permanently unemployed is, of
course, incorrect. In any year large numbers of people experience some un-
employment, most of them for very short periods, such as four or five weeks
or less. An increase of unemployment is almost always made up of some in-
crease in the number of people experiencing unemployment and of some in-
crease in the average duration of unemployment before a job is resumed.
Although figures for 1970 will not be available until next year, both parts of
this process are clearly going on now, and a large part of the increase of
unemployment is due to a rather moderate increase in the median duration of
unemployment, from 4.4 weeks in June 1969 to 5.1 weeks in June 1970. This is
not, however, to belittle the grave problems that these developments have posed
for those whose employment has been interrupted. I want to emphasize what l
have stated in the past that so long as anyone is unable to find a job, we
have unfinished business.

PRICES AND WAGES

At the start of the year we expected that the gap between the economy's
actual and potential output would bring about conditions making for a slower
price rise. With jobs harder to find, labor would find it more difficult to make
the kind of wage bargains it had during periods of low unemployment. Busi-
nesses in turn, facing more competitive markets, would be less likely to grant
large wage increases if they believed that it would be difficult to recover
higher costs in the form of higher prices. Furthermore, business would take
more vigorous steps to cut costs by eliminating the inefficiencies that had
grown up over the long period of inflation. This change in behavior was not
expected to come all at once; we could not expect to root out in a few months
problems of an inflation of long standing.

Specific signs of progress in the fight against inflation are not as numerous
as we had hoped but they are now emerging. They should increase in number
as 1970 progresses because the gap between our actual and potential produc-
tion will persist.
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The most comprehensive measure of price increases, the GNP deflator.

showed a clearcut slowdown in the second quarter. The 4.2 percent increase

was smaller than in any quarter of 1969 and approximately matched the

annual increase from 1967 to 1968. This slowdown is good news for all of us

even though the improvement was greatly influenced by changes in the com-

position of GNP. (Some of the earlier recorded increases in the deflator, of

course, also reflected obverse shifts in composition.)
We do have final figures on the wholesale price index and here there Is

unmistakable evidence of a slower rise in prices in the first half of 1970.

From December to June, the WPI rose at a seasonally adjusted annual rate

of 2.6 percent, which was well below the average quarterly gain of 1969. In

the second quarter, the rise came to only 1 percent. All of the improvement

this year as compared with 1969 has occurred in prices of farm products and

processed foods. On a seasonally adjusted basis, the rise in industrial com-

modities is about the same as the quarterly average last year. However, the

price rise for both producer and consumer (nonfood) finished goods has been

smaller from December to June than it was from June to December, 1969.

Two further points should be made here. The decline in food prices is ex-

tremely important and should be reflected with the usual lag at the retail

level. Second, there is some reason to believe that some price cutting is going

on in industrial markets that is not being picked up in the official prices

indexes, which tend to reflect list prices only.
Unfortunately, the declines at the wholesale level have yet to be felt at

retail. We have no evidence as yet of a slowdown in the consumer price

index. However, with more favorable movements in wholesale food prices and

with some slowdown in wholesale prices of other consumer finished goods,

some response at retail should be forthcoming.
Data for the first half of 1970 indicate that average wage increases for the

whole economy have slowed down somewhat during this period. The annual

rate of increase in average hourly earnings in all private industries from the

fourth quarter of 1969 to the second quarter of 1970 was only 5.2 percent as

compared with an increase of 7.0 percent in the corresponding quarters one

year earlier. From the first to the second quarters of 1970, average hourly

earnings increased at an annual rate of 6.5 percent, while the increase was 8.4

percent for the same period in 1969. The slowdown in the rate of increase ap-

pears to be related to the elimination of overtime and changes in indus-
try mix.
. Wage increases negotiated under major collective bargaining agreements

have not slowed down in the first half of 1970. The highly publicized large

collective bargaining settlements, however, can give a distorted view of over-

all wage developments. Although the calendar for these collective bargaining
negotiations is heavy in 1970, only about 6 percent of the total labor force will

be covered by settlements reached under major agreements. Furthermore, most

of the extremely high settlements have been in construction and trucking,
which partially reflect symptoms of continuing structural problems in these
industries. The high settlements in construction, for example, appear to result

in part from a combination of the rapid expansion of demand for nonresi-
dential construction in the late 1960's and union limitations on entry to the
industry.

The relationship between wages and prices depends heavily on the behavior
of productivity, of output per man-hour. It is only when the recent pace of

wage increases is combined with the absence of gains in productivity that we

can understand the rapid increase of unit labor costs which has contributed
to the persistence of inflation. For example, from the fourth quarter of 1968
to the first quarter of 1970, compensation per man-hour in the private non-
farm economy rose at the annual rate of 6.4 percent, but productivity actually
declined at the annual rate of 0.8 percent, with the result that labor costs for
unit of output rose at an annual rate of 7.2 percent. This, of course, had a
great deal to do with the fact that prices of private nonfarm output rose at
an annual rate of 4.9 percent in the same period.

Preliminary information for the second quarter of 1970 suggests that pro-
ductivity began to rise again, and may have increased at the annual rate of
as much as 3 percent. This in turn may be related to early evidence suggest-
ing that profits were somewhat better in the second quarter than many had
feared earlier. Whether or not that turns out to have been true, all the condi-
tions seem present for a rise of productivity in the future.

49-774-70-pt. 3-2
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BALANCE OF PAYMENTS

Our international transactions during the first half of 1970 have shown both
favorable and unfavorable developments. On the favorable side there is a
significant improvement in our current transactions. Our merchandise trade
surplus, in particular, has shown a fairly steady increase from the low figures
of late 1968 and early 1969. In 1968 our merchandise balance had declined
to a monthly rate of only $70 million. In 1969 it was $105 million. And in the
first five months of 1970 it was $226 million (seasonally adjusted).

Taking goods and services (including factor income) together, our exports
for the second quarter of 1970 are provisionally estimated at a seasonally
adjusted annual rate of $62.5 billion, or 23.5 percent above the average rate
for 1968, and 12.6 percent above the average for 1969. Our imports of goods
and services in the second quarter are tentatively put at $58.7 billion, or
22.0 percent above 1968 and 9.5 percent above 1969. The surplus on goods and
services of $3.8 billion, if confirmed by later estimates, would be the largest

e since the end of 1967. This improvement is due in part to strong demand for
our exports and a continued growth in income on investments abroad, and
also to some slowdown in the growth of imports.

Developments have been less reassuring in our capital accounts. Second-
quarter estimates will not be available for some months, but in the first quar-
ter U.S. private long-term capital flowed out at a record rate. Despite controls
on direct investment of U.S. corporations, there was a net outflow at a sea-
sonallly adjusted annual rate of $5.2 billion. Portfolio investment by U.S.
residents was also at a high level, while the net inflow of foreign private
capital was much less than in the years 1968 and 1969. There was a small
reduction in U.S. Government grants and capital, to an annual rate of $3.3
billion.

The net result of these diverse developments in the current and the capital
account was a liquidity deficit at an annual rate of $6.2 billion, including the
first allocation of Special Drawing Rights at an annual rate of $0.9 billion.
This is a large deficit by historical standards, though it was exceeded in the
second and third quarter of 1969. The official settlements balance, again includ-
ing SDR's, turned from a sizable surplus in 1969 to a large deficit of $11.4
billion in the first quarter of 1970, reflecting primarily the accumulation of
dollars in the hands of foreign official institutions. Tentative indications sug-
gest that the liquidity and official settlements deficits continued into the second
quarter but at a significantly lower rate.

PROSPECTS FOR THE REMAINDER OF 1970

We have behind us a moderate decline in the real economy and the first
signs of a decline in the rate of inflation.

What lies ahead?
With economic activity bottoming out in the second quarter of 1970, it Is

reasonable to expect a resumption of growth in real GNP in the second half,
accompanied by a better price performance. As we stated in our Economic
Report, the existence of slack in the economy means that increases in demand
can be translated primarily into output increases rather than price increases.
At the same time we are likely to experience a further moderate rise in un-
employment rates over the average level that prevailed in the second quarter.
The unemployment rate will start to level out and decline only after the re-
covery is vigorous enough to diminish the gap between actual and potential
output.

At the start of 1970 it was recognized that in order for the economy to
resume its expansion in the second half, it would be necessary to relax mone-
tary policy at the beginning of the year. A change in monetary policy oc-
curred around mid-winter. Growth of the money supply from December to
June averaged 4.2 percent at an annual rate, as compared with 0.6 percent
for the preceding half year.

In capital markets, the change in policy first produced easier credit condi-
tions. Short-term interest rates declined sharply. Although U.S. Government
and municipal bond yields also receded, corporate yields only leveled off and
in May they began to rise again. With pessimism about profits and with a con-
tinuing need to refinance short-term indebtedness incurred in earlier months,
corporate demand for long-term credit remained intense. Corporate bond issues,
which had totaled $9.3 billion in the first half of 1969 and $9.1 billion in the
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second, were $14.1 billion in the first half of 1970. However, the early weeks
of July brought signs that these pressures have abated, and bond yields have
backed down from the peaks of June.

At the turn of the year, deposit flows into savings institutions recovered
dramatically from the severe decline of 1969. The net change in mortgage
holdings of all financial institutions, which had fallen sharply after the middle
of 1969, reached a low point in March and showed a definite improvement in
April and May.

The increase in the money supply and improvement in credit market con-
ditions should be felt throughout the economy but should be most noticeable
in the case of homebuilding and State and local expenditures. There have al-
ready been some signs of an imminent upturn in homebuilding; building per-
mits rose in April and May to their best levels in about a year. Housing starts
rose sharply in June. A very considerable backlog demand for housing has
built up as a result of the low volume of housing starts in the past several
years, and the easing of credit ought to find a reasonably prompt response
in housing starts.

Fiscal policy also became more expansive in the first half of 1970, and we
have by no means felt all of the effects of this stimulus. That is suggested by
the unusually high savings rate (7Y2 percent) in the second quarter, indicat-
ing that consumers have not yet fully adjusted outlays to increases in their
after-tax incomes. Furthermore, starting in July, there was the complete elimi-
nation of the surtax as well as the increases in personal exemptions that were
part of the Tax Reform and Relief Act of 1969. These provisions will add an
estimated $5 billion to consumer disposable income in the third quarter. Al-
together, the elimination of the surtax, the rise in Social Security benefits,
the Federal pay raise and the reform and relief provisions of the tax law
have added over $16 billion to consumer disposable income since the final
quarter of 1969. We have already seen some positive results in consumer
spending in the first half, and it is reasonable to expect more in the second
as consumers adjust more fully to these income changes.

Federal expenditures are not likely to show much change over the current
half year. Cutbacks in defense purchases will continue, offset by rising ex-
penditures of other types.

Finally, plant and equipment outlays ought to be a little higher in the second
half than in the first. This is not inconsistent with a further scaling back of
the plans reported in the June Commerce-SEC survey. Inventory accumulation
should also rise after the unusually low figures of the past half-year.

When we put these figures together, they add to increases in real GNP of
moderate size in the second half. This assumes no interruptions from major
strikes, about which I have no special knowledge. We should also see for the
first time a slower price rise at the consumer level. Prospects are particularly
favorable for retail food prices to change relatively little in the second half
because of larger supplies coming to market.

TIHE PROBLEM OF LIQUInIvY

The Chairman of the Committee requested that I comment on the liquidity
problem. This is an important matter. It is a factor thought by some to cloud
the prospect for economic revival and even to hold potential danger that a
decline might resume. I

A liquidity problem in the sense of disorganized financial markets clearly
does not exist. If there were a generalized scramble for funds, interest rates,
particularly short-term rates, would be rising sharply. In fact, they have been
declining. Our banks are strong. Consumer credit is not out of line with In-
comes, and delinquency rates are well within the range of normal expectation.

Certain statistical measures of average liquidity have shown substantial
declines. The ratio of quick assets (cash and U.S. Government securities) to
current liabilities for nonfinancial corporations declined from 0.33 at the end
of 1964 to 0.19 at the end of 1969, and to 0.18 in the first quarter of 1970.
For manufacturing corporations in this five-year period, the decline was from
0.43 to 0.23. These declines seemed to come heavily in two spurts, one from
1964 to 1966 and the other from 1968 to date.

These declining measures of liquidity reflect many things. There has been
a long-run trend toward holding smaller reserves of cash and marketable
securities, as companies have been attracted by the increased profits obtain-
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able from investing such funds in inventories and other forms of working
assets. Modern techniques of short-term portfolio management have also en-
couraged this development.

LIQUIDITY RATIOS OF U.S. CORPORATIONS

Nonfinancial corporations I Manufacturing corporations

End of period Current ratio 2 Quick ratio n Current ratio ! Quick ratio s

1964 -1. 84 0.33 2.39 0.43
1965 ---------- ------ 1. 79 .29 2. 27 .37
1966 - -- 1.--------------------------------- 1 74 .25 2. 16 .30
1967 -1. 75 .24 2. 20 .29
1968 -1.72 .23 2. 14 .28
1969- 1. 64 .19 2.01 .23
1970: (Ist quarter) -- ---------- 1.63 .18 1.99 .21

1 Excludes banks, insurance companies, and savings and loan associations.
2 Total current assets divided by current liabilities.
3 Cash plus government securities divided by current liabilities.
Sources: Federal Trade Commission and Securities and Exchange Commission (FTC Quarterly Financial Reports for

Manufacturing Corporations and SEC. Statistical Bulletin.)

In addition to these long-run trends, two further developments seemed to
become more evident in recent years. Both were related to the persisting infla-
tion that began to gather momentum in 1966. As the inflation persisted, and
after 1967 accelerated, firms began to shift from cash and financial assets to
inventories and physical capital assets. This was presumably a preventive
measure reflecting fears about an erosion of the real value of assets from
continuing inflation. In their endeavor to minimize this risk, some businesses
may have come to give inadequate weight to the normal risks and contingencies
for which quick assets and a strong current position are a part of prudent
financial management

Moreover, business capital demands were intense in 1969, as projected in-
creases in outlays for plant and equipment rose to the 12-14 percent range, this
is an economy capable of increasing real output by roughly 4 percent per year.
There was in many of these capital budgets also a strong component of in-
flation-mindedness. These developments began to crowd against a flow of
internal funds adversely affected by declining profits. Heavy demands were,
therefore, thrown into credit markets also undergrowing pressure from re-
strictive monetary policies. Financial markets tightened and interest rates rose
sharply. In the face of high bond yields and falling equity prices, many com-
panies borrowed short-term funds last year with the intention of converting
to long-term financing at a more opportune time later. This year many firms
were faced with converting this short-term indebtedness into longer-term
maturities. As a result, the demand for long-term funds continued to be intense
this year, and the bond market has been forced to handle a tremendous volume
of new issues. In the intense competition for funds, some borrowers have in-
evitably been squeezed out.

We are now engaged in a more detailed study of the liquidity problems of
corporations and hope to be able to submit its results to this Committee soon.
However, our study of this problem to date has led us to three main con-
clusions.

First, the financial institutions of the country are in sound condition and
financial markets are working effectively. The ability of the banking system
to meet demands upon it has been strengthened by accessibility of the Federal
Reserve discount window and by the new ability of banks to attract funds
through certificates of deposit.

Second, although the liquidity of non-financial corporations on the average
has declined by almost any measure, it is only in quite exceptional cases that
serious difficulties exist These cases do not constitute a problem for the econ-
omy as a whole. At the same time we must be alert to these situations, and
have the capability and will to handle them decisively, in order to minimize the
danger of adverse secondary effects.

Third, the overall supply of liquidity, as measured by the supply of money
and the availability of credit, is on the low side of what is needed, especially
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for a period which we expect to be the beginning of renewed economic expan-

sion. Assurance of a sustained rise in the economy would be improved by more

rapid strengthening of the economy's general liquidity position.

MANAGING A NONINLATIONARY EXPANSION

There is strong and increasing basis for confidence that the decline of the

economy is about over and that we will soon be seeing the signs of an upturn.

While there is, as usual, disagreement about the precise dates and quantities

involved, it is timely for us to look beyond the turn as such and explore the

problems of managing an orderly recovery to full utilization of our productive

capacity.
The word "managing" deserves emphasis. Having come this far along the

road of re-establishing the basis for a more stable price level, we must resist

the temptations of overly expansionist policies. There is too much viscosity in

our economy for an immediate and dramatic rebound, and in trying to achieve

this we would court the risk of reactivating inflationary pressures and infla-

tionary fears.
At the same time we can now begin a more expansionist course for the econ-

omy and still continue to make progress against the inflation. Price develop-

ments in the period ahead will heavily reflect the emergence of slack in recent

quarters. Price-making forces move slowly through the economy. We have al-

ready incubated disinflationary pressures whose results on the price level are

still largely to come into the picture.
Moreover, even when the economy has turned the corner, we cannot assume

an automatic return to full employment In 1958 the economy began a strong

recovery from its low point, but that did not continue long enough to eliminate

its slack. The 1960-61 recession was the mildest of postwar history, but four

years after its low point the unemployment rate was still 5 percent, and an-

other year was required to achieve 4 percent Certainly our goal must be to

regain full employment more promptly this time.
We must begin now to think in terms of the magnitudes that will be required

in the period ahead. They are large. Potential real output rises by at least

4 percent per year as a result of the growing labor force and the various fac-

tors that increase productivity. In addition to this we now have some ar-

rearages to make up in a reasonable period. Total output was probably running

about 4 percent below its potential, in the second quarter of 1970, as conven-

tionally defined; that is, it was about 4 percent below the output we would

have produced if unemployment had been 4 percent and productivity had been

on its long-term trend. And the price level in the period ahead will have some

upward drift even though the inflation continues to decelerate. Therefore, the

rates of increase of money GNP required for recovery to full employment will

be somewhat higher than the needed rates of increase of real output alone.

These figures suggest that even for the economy to move along an essentially

noninflationary growth path, needed rates of growth in the money demand

for output must be large.
Such rates of increase of total output would also involve unusually large

increases in productivity-in output per man hour. The possibility of achieving

a large increase of productivity is implicit in the estimate that, while employ-

ment in the second quarter of 1970 was roughly 1 percentage point below full

employment, real output was 4 percent below potential. A rapid increase of

productivity has been our normal experience when the economy was in the

early stages of recovery from a slowdown, and there is no reason why it

should not occur now.
The rapid rise of productivity would, of course, make a substantial contribu-

tion to the reduction of inflation, reversing a factor which has been making a

major contribution to the continuation of inflation. If productivity should now

rise for a time at the rate of 4 or even 5 percent, which is not impossible, the

rise of unit labor costs would be dramatically reduced, and so would cost pres-

sures on the price level.
In the management of fiscal and monetary policy it will be essential to keep

in mind that a rate of expansion which is appropriate if we are moving along

the path of reasonably full employment is not adequate when we begin from a

position substantially below that path. This is doubly important when we bear

in mind that it is also an economy needing some strengthening of its liquidity

condition.
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The problem of fiscal management in the period ahead is particularly com-
plex. The basic task of fiscal policy is always to assure that we make provi-
sion for the most important national needs which should be met through the
Federal budget and that resources and finance are left available for those
important public and private needs that must be met outside the Federal
budget. The overwhelming requirements of this task, and of the political
process through which it is performed, leave little room for flexible variation
of the budget to meet changing requirements of economic stabilization. In fact,
as experience demonstrates, just to keep the budget from being a destabilizing
force in the system is difficult

Probably the basic contribution fiscal policy can make to the orderly and
expeditious recovery of the economy is that it should not place upon either
monetary policy or on private market forces the need to adapt to sharp
changes of conditions. We should achieve at least a balance and hopefully a
moderate surplus in the budget when the economy regains full employment,
because after this present multifaceted transition the demand for capital to
finance housing, State and local investments, and business investment will be
high, and a strong budget will help to meet those demands. The transition from
today's deficit to the desired full-employment balance or surplus should be
made smoothly as the economy rises to its potential. Particularly we should
avoid falling off this path into signflcantly larger deficits. One of the most
serious consequences of such a development would be to interrupt the emergent
recovery of housing.

The recovery of the economy added to its normal growth will greatly in-
crease the revenue-yielding base. But what is truly amazing is the extent to
which this increase is already committed, by tax reductions scheduled under
the 1969 Act and by a seemingly irresistible flood of expenditure increases
built into existing legislation. The dominant, persistent budgetary problem of
our time will be to hold expenditures in line with what the people are willing to
pay for. We cannot afford to be diverted from that task.

The Administration relies basically on the combination of fiscal and mone-
tary policy, with the spontaneous adaptive forces of the private economy, to
move us along the path to full employment with less inflation. Still we have
been anxious, as any Administration would be, to find supplementary meas-
ures that would really help to speed the disinflationary process. To this pur-
pose we began considering in March, 1969 a wide range of possible actions
falling within the category loosely called price-wage policy or incomes policy.
We have not lacked suggestions in this area.

Our objective was to isolate those elements of such possible actions that
held promise of success. In this consideration, it was necessary to get behind
the labels pinned on policies to discover what they really consisted of and
were likely to perform. The conclusion of considerable study and discussion
within the Administration was that the following steps would be useful:

1. To mount a major cooperative effort of the private sector and the govern-
ment to increase productivity.

2. To provide a forum within which leaders of the private sector and of the
government can discuss the requirements of a stable and growing economy.

3. To provide the public with more information about the consequences for
the course of the inflation of private wage and price decisions.

4. To assure that in-the exercise of the Federal Government's procurement
and regulatory functions more weight be given to the objective of restraining
inflation.

The President announced in his address on June 17 that these steps would
be taken. Since then we have been engaged in putting them into effect. A Na-
tional Commission on Productivity has been established. It will hold its first
meeting on August 6. At that time the Council of Economic Advisers will sub-
mit to the Commission its first Inflation Alert, outlining the consequences of
major price and wage decisions for changes in the price level. A Rgulations
and Purchasing Review Board has also been established to determine where
these Federal activities tend to drive up prices, and this Board is now also
functioning.

These measures have been carefully chosen. They are an effort to assure that,
within the logic of a free economy, we leave nothing undone to assist the
country through the difficult transition we must now make. We will pursue
this effort as diligently as possible and are hopeful it will make a contribution.
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CUSHIONING ADJUSTMENT HARDSHIPS

During this period of transition we need measures to cushion the adverse
effects of adjustment. The unemployment insurance system has been a support
to hundreds of thousands of workers during interruptions of employment. Last
year the Administration proposed legislation that would have extended un-
employment insurance coverage to millions of workers now uncovered, and
improved the system in other respects. It is to be hoped that this can soon
become legislation.

The Administration has also proposed an automatic increase of 10 percent
in funds allocated to manpower training programs when the unemployment
rate rises above 4.5 percent for 3 consecutive months. Had this legislation
been enacted, this increase would already have taken effect. Unemployed
workers could take advantage of these increased opportunities for training and
upgrading of skill levels during interruptions of employment. Higher skill
levels of the work force have been an important source of productivity growth,
and the increased training opportunities under the Manpower Training Act
would enable these workers to obtain better jobs and lay the basis for future
improvements in their earning capacity and in national productivity.

CONCLUSIONS

This review of recent economic developments, evidence about our prospects,
and the implications of these for the management of economic policies has
led me to four major conclusions.

First, the adjustment of the economy to needed measures of disinflation
though painful has produced no cumulative decline in business activity. In
overall terms it has established itself as discernibly less severe than the 1960-
61 decline, which itself was the mildest recession of the postwar period.

Second, an evaluation of basic forces which will be shaping the course of
the economy in the period ahead leads to cautious optimism about an improve-
ment in business conditions during the second half of the year.

Third, in our understandable desire to regain full employment promptly,
we must not undo the substantial progress that has been made in establish-
ing the basis for a more stable price level.

Fourth, mindful of the need to move in an orderly way, we must now face
up to managing the resumption of an expansion that in a reasonable period
can bring the economy back to the zone of full employment. The magnitudes
are large because the basic capacity of the economy is growing rapidly, we
set out on the return to full employment from a position that is below the
basic path, and some strengthening of the economy's liquidity resources com-
mends itself now as a prudent consideration of policy.

Chairman PATMAN. Mr. Shultz, suppose you read the part of your
prepared statement that you feel like you should read, summarize it
if you can without doing injustice to your text. and then we will ask
each of you questions after you conclude, sir. You may proceed as
you desire.

STATEMENT OF GEORGE P. SHULTZ, DIRECTOR OF THE
OFFICE OF MANAGEMENT AND BUDGET

Mr. Sn-uLTZ. Thank vou, Mr. Chairman, members of the committee.
My first appearance before a congressional committee as Secretary
of Labor happened to be in this distinguished forum and this is my
first appearance in my new job as Director of the Office of Manage-
ment and Budget.

As an economist and as an observer and admirer of the work of

the Joint Economic Committee over the years. I am honored to
participate again in these initiation rites, although I have noticed
that the proper meaning of that word as applied to economic affairs,
let alone its spelling, has often been in dispute in your discussions.
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That is to be expected in such a controversial area. I enter the
discussion in the spirit of exchanging ideas and information and
in the hope that issues may be clarified, if not resolved, and that
what differences there are may be more carefully defined and
perhaps narrowed.

The focus of my testimony is the Federal budget, leaving to others,
including the various administration witnesses, responsibility for
the review of other aspects of the economic scene, including its
present contours and probable lines of development. First, Mr. Chair-
man, I would like to make some general observations.

The President's budget is simultaneously a financial expression
of his objectives and priorities, an assessment of the proper role
of Federal revenues and expenditures in economic developments, and
a detailed and unified accounting of program costs and sources of
funds.

The budget process itself must be a continuous one, since there
are strong interrelationships among actions appearing at widely
separated time periods. Actions in 1970 and 1971 affect develop-
ments in 1972 and beyond, just as objectives for future years must
be reflected in immediate budgets if these objectives are to be
realized effectively. For this reason, in considering our present
budget situation, we must look at the year just completed and the
years ahead, as well as at the budget of the current year.

Further, the continuing budget process, with its vast financial
and economic implications, imposes a continuing obligation to keep
the total picture in mind, while working on the many and highly
varying parts. As Adam Smith once noted, specialization increases
with the size of the market. Both the legislative and executive
branches of Government are elaborately organized for such speciali-
zation, which encourages a preoccupation with the individual parts
of the budget.

But the very creation, let alone the work of this committee,
emphasizes the need for a continuing review of what these parts
are adding up to in total and what the economic implications of
these totals are. This midyear review is certainly appropriate, since
it brings attention to the totals at a time when we might otherwise
be overly preoccupied with the parts. Let me shift now to the
question of shifting priorities.

An overriding and universal objective is the attainment of a
stable peace and a return of resources to peacetime and civilian
purposes. Budget developments over the past 3 years reflect a
dramatic movement in this direction and stand as a statement of
Presidential objectives and priorities. Between fiscal years 1968 and
1971, defense expenditures will have declined from 9.7 percent of
the gross national product to about 7.5 percent and from 45 percent
of budget outlays to a projected 37 percent. By sharp contrast, the
budget outlays allocated to human resources programs 1 rose from
32 percent in 1968 to a projected 41 percent in 1971. This dramatic
shift in priorities is underscored by recognition that expenditures
by State and local governments concentrate on the human resources

1 Human resources programs are those included in the functional categories: income
security, education and manpower. health, and veterans benefits and services. Almost all
of the outlays for veterans benefits and services can be identified with the preceding
three categories.
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area and that, as private individuals and groups, we devote a large
proportion of our incomes to these objectives.

This shift in priorities, desirable though it is, does have transition
costs, as individuals, industry and labor groups, and particular
communities, are directly affected by reductions in military personnel
and in defense contracts, with consequent layoffs of employees.

We must recognize our present situation for what it is: a mild
slowing of the economy, as Dr. McCracken has brought out, as
necessary to curb the inflation, combined with a movement away
from defense-related activities. This movement may have a direct
impact on as many as 2 million people during the period from early
1969 to mid-1971, with over 700,000 already affected. Of course,
many others have been and will be indirectly affected, varying with

the dependence of particular communities and industries on defense
activity.

If the beginning of wisdom is to recognize the problem, the out-

come of our analysis must be action to help people through transition

problems. There is no doubt that the problems can be solved and
that a healthy economy is our most important program for doing
so. But we must apply the further principle that those who bear

this cost most directly deserve help from all of us who share the
social gains achieved 'by the transition.

Secretary Hodgson will be discussing this point in some detail, so

I will not belabor it further. I must mention. however, two proposals
of special relevance to this problem, proposals that were put before
the Congress by the President about 1 year ago. Here I am repeat-
ing Dr. McCracken, but I think the point is important enough so that
we must complete it.

I urge the Congress to complete action to strengthen and extend
the system of unemployment insurance and to move on the proposed
Manpower Training Act. As you know, both these pieces of legis-
lation contain automatic trigger formulas that would, respectively,
extend the period of unemployment compensation and increase ap-
propriations for work and training programs in the event that un-
employment reaches specified levels. I might note in connection with
the latter point that, in my own thinking as we were working on the
Manpower Training Act, discussions in this committee about the in-
teraction of manpower training with changes in employment condi-
tions was one of the factors that helped shape the particular formu-
lation that we have in the Manpower Training Act.

Let me turn now to the budget and the economy.
The President in his statement of July 18, 1970, put forward the

general principles that should guide our thinking about revenue and
expenditure totals and their meaning for the economy. And now I
am quoting from the President's statement:

In raising the issue of budget deficits, I am not suggesting that the Federal
Government should necessarily adhere to a strict pattern of a balanced
budget every year. At times the economic situation permits-even calls for-

a budget deficit. There is one basic guideline for the budget, however, which

we should never violate: except in emergency conditions, expenditures must
never be allowed to outrun the revenues that the tax system would produce
at reasonably full employment. When the Federal Government's spending ac-

tions over an extended period push outlays sharply higher, increased tax

rates or inflation inevitably follow. We had such a period in the 1960's. We

have been paying the high price-and higher prices-for that recently.
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This general rule, while it does not lend itself to precise point
estimates for future periods, nevertheless provides a method of cru-
cial importance to the assessment of where we are and where we are
going. We know, for example. that revenues fell short of their full-
employment potential in fiscal year 1970. A small deficit created
thereby does not have a major inflationary potential, and indeed, is
part of the automatic and desirable system of fiscal stabilizers. By
contrast, the deficit of fiscal year 1968 represented a large expenditure
overrun, beyond the revenue-producing capacity of the tax system.
It thereby contributed heavily to the inflationary problems we have
since been trying to cure. There is a lesson of immediate relevance
in these contrasts as we consider the budgets for fiscal years 1971 and
1972.

We know, of course, that fiscal policy is not the full story in the
management of economic policy. As this committee has well rec-
ognized in the past, monetary policy is also of critical importance.
Here it may be noted that, while the President is charged by the Em-
ployment Act of 1946 with responsibility for "setting forth * * * a
program for carrying out the policy declared in section 2," for high
employment he has no authority over the operation of the Federal
Reserve, with its statutory and traditional independence. Conversa-
tion, yes, but that is as far as it goes.

We know also that wage and price movements in individual in-
dustries must be addressed as a part of the overall strategy of eco-
nomic policy. It was this realization that led the President to create
over a year ago a committee on lumber prices and subsequently an-
other on copper prices. Both these efforts have been fruitful. More
recently, in this same vein but with a broader and continuing re-
sponsibility, the President created a Regulations and Purchasing Re-
view Board to "determine where Federal purchasing and regulations
drive up costs and prices." Further, the Council of Economic Ad-
visers, as Dr. McCracken noted, will prepare a periodic inflation alert
to "spotlight the significant areas of wage and price increases and
objectively analyze their impact on the price level."

A National Commission on Productivity has also been appointed,
with an outstanding membership (list below).

(The list referred to follows:)

MEMBERS OF THE NATIONAL COMMISSION ON PRODUJCTIVITY

BUSINESS

H1arilee Branch, Jr., The Chairman and Chief Executive Officer, The Southern
Company

Edward W. Carter, President, Broadway-Hale Stores, Inc.
George E. Keck, President, United Airlines
R. Heath Larry, Vice Chairman of the Board, U.S. Steel Corporation
James Roche, Chairman of the Board, General Motors Corporation
Walter Wriston, Chairman, First National City Bank, New York City

LABOR

I. W. Abel, President, United Steelworkers of America
Joseph A. Beirne, President, Communications Workers of America
George Meany, President, American Federation of Labor and Congress of

Industrial Organizations
John H. Lyons, President, International Association of Bridge, Structural and

Ornamental Iron Workers
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Floyd E. Smith, President, International Association of Machinists and Aero-
space Workers

Leonard Woodcock, President, International Union, United Automobile, Aero-
space and Agricultural Implement Workers of America

PUBLIC

William T. Coleman, Jr., Partner, Dilworth, Paxson, Kalish, Levy and Coleman
John T. Dunlop, David A. Welles Professor of Political Economy and Dean

of the Faculty of Arts and Sciences, Harvard University
loward W. Johnson, President, Massachusetts Institute of Technology
Edward H. Levi, President, University of Chicago
Arjay Miller, Dean, Graduate School of Business, Stanford University
W. Allen Wallis, Chancellor, University of Rochester

GOVERNMENT

David M. Kennedy, Secretary of the Treasury
Maurice H. Stans, Secretary of Commerce
James D. Hodgson, Secretary of Labor
Paul W. McCracken, Chairman of the Council of Economic Advisers
George P. Shultz, Director of the Office of Management and Budget

Mr. SHiuLTZ. Its major responsibility will be to develop and rec-
ommend new ideas, initiatives, and policies to encourage continued
productivity growth both now and in the long run.

Productivity is a key link between wages and prices. Its growth
in the United'States has been poor in recent years by both historical
and international standards. The slow growth of productivity in
1969 and the decrease in the first quarter of 1970 is one important
explanation of the long lag between the cooling of demand pressures
and the improvement in price performance. The rate of increases in
wages in the total economy did not appear to accelerate very much
during this period.

Near-term prospects for productivity growth are much better than
the 1969 experience. While complete data are not yet available, it
appears that the annual rate of growth in productivity in the sec-
ond quarter of 1970 was at least 3 percent, which is close to its his-
torical level. This and subsequent improvements will contribute sig-
nificantly to the improved price performance that is expected in the
last half of this year.

Now, let me turn to the budget outlook.
Having in mind the linkages in budget flows from one year to the

next, the necessity for relating the parts to the totals, and the Pres-
ident's guide to the relation of total revenues and expenditures to
economic developments, let us turn to the budgets for fiscal years.
1970, 1971, and 1972.

In February the President proposed budgets for fiscal years 1970
and 1971 with surpluses of $1.5 billion and $1.3 billion, respectively.
A combination of events since February has, as reported in the May
estimates, pushed both budgets from surplus into deficit.

The revised estimates for fiscal vear 1970 showed that the shift
from a $1.5 billion surplus to a $1.8 billion deficit resulted almost
entirely from a shortfall in estimated receipts rather than from an
overrun in spending. Preliminary figures for 1970 will be published
before the month is out. For this reason, I shall not speculate about
what the specific results for the year will be. Data for the first 11
months suggest strongly, however, that outlays have been held with-
in the Mfay estimate of $198.2 billion.
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This is despite significant and continued pressure from some un-
controllable costs, the increase over the proposed budget of educa-
tion and veterans programs, and congressional inaction on postal
rate increases.

Any deficit will result from a shortfall in revenues below those
that would have been generated at full employment. In May, as you
recall, receipts were estimated at $196.4 billion.

The outlook for the current year-1971-is clouded with uncer-
tainty and for the most part the clouds are dark and threatening. It
was concern with these threats that prompted the President's state-
ment of July 18th, a statement calling attention to problems when
there is ample time to do something about them.

On the revenue side of the budget, problems are of two types. On
the one hand, congressional action or inaction has reduced potential
revenues. The Tax Reform Act of 1969 reduced estimated receipts
below the President's April tax proposals by about $3 billion for
1971 and by about $51/2 billion in 1972. Moreover. no action has been
taken on the President's proposals for a tax on lead in gasoline, a
speedup of estate and gift tax collections, and an increase in postal
rates.' These three items together would yield revenues of about $4.5
billion in 1971.

On the other hand, though the economy is expected to be expand-
ing throughout fiscal 1971, it will not be operating at a level suffi-
cient to generate revenues to the full potential of the present tax
system.

Both potential and actual revenues can be affected by prompt con-
gressional action on the President's revenue proposals. '"re will need
these expanded boundaries if expenditures are to be contained with-
in the revenue-producing capacity of the tax system.

The expenditure side also presents a mixed picture. The May re-
vision showed a rise from the original estimate of $200.8 billion to
$205.6 billion, the result in significant part ($2.1 billion) of in-
creased estimates for mandatory payments: interest on the debt, un-
employment compensation, public assistance, and a miscellany of
other items. These mandatory items may well call for somewhat
higher outlays, perhaps by a total of $3.5 billion rather than $2.1
billion. These increases and Presidential and congressional changes
identified in the May review are carrying the expenditure total up-
wards.

The major uncertainty, of course, is the outcome of the appropria-
tions process. This matter deserves our closest attention since it
poses problems of great concern and potential damage to the long-
term economic outlook.

The two largest appropriations bills-Defense and HEW-Labor-
OEO-have not yet cleared the House. But many others have passed
both House and Senate and are in conference or awaiting confer-
ence. The education bill needs only action by the Senate and it will
be on its way to the President. I have a tabulation, Air. Chairman,
of some of the actions that are involved, and this tabulation suggests
the nature of the problem. You can run your eye down these columns
and see the general nature of what we are talking about. This is not

I Technically, postal rate changes are treated In the unified budget as a change In outlays.
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a comprehensive listing, but is an effort to aggregate some of these

parts together so that you can see what the total picture may be po-

tentially adding up to.
(The tabulation referred to follows:)

loi millionsi

Changes from request

1971 Confer-
request House Senate ence

Appropriation bills:
Education-1 S3967 +2320 +S701 +,453

Independent offices and HUD- 17293 -28 +1,187-
Agriculture ----------------------- 7748 -98 +7

Labor-HEW-OEO -- ---------------- 18, 732 +93
(Deletion of social services limit may add $200 in outlays)
Foreign assistance -2,977 -756
Intenor- 1,40 -230 -5-

Other bills passed by House -- 16, 748 -515-
Defense -68,746 ---

Major changes from request in substantive bills:
Social security (H.R. 17550) -+1, 500-
Veterans education (Public Law 91-219) - -+169 +169 +169

Veterans compensation (S. 3348) -+226 +114-

Employee health benefits (HR. 16968)-- +140 - --------------

Emergency home financing (S. 3685) -+1, 500 +60-
Food stamp program (S. 2547) -+750 .

National service life insurance (permit use to purchase mort-
gages H.R. 9476) ------------------------------ +750 ----

Mr. SHULTZ. What will emerge from the appropriations process, of

course, remains to be seen. In view of these uncertainities, added to

those on the revenue side, we do not offer any further reestimation
of the 1971 budget beyond that identified in May.

But the problem is clear, as is the need for care and caution at both

ends of Pennsylvania Avenue. Dedication to and fascination with

parts of the budget cannot be allowed to obscure the sum-total to
which the parts must finally add.

The perspective of the longer run also urges prudence and responsi-
bility by the Congress in acting on fiscal year 1971 appropriations
requests and substantive legislation. We have begun to assemble data
preparatory to developing a budget for fiscal year 1972. Just as the
1970 actions are now adding to 1971 outlays, legislation currently be-

ing considered by the Congress would boost 1972 outlays significantly.
In our preliminary look at possible expenditure levels in 1972, we

have examined with care these and other factors. We simply cannot
accept the result to which the path of least resistance takes us.

We are on the threshold now of getting control of a problem that
has proven stubborn and resistant. We know what caused the infla-
tion, we know how difficult it is to rein in inflation once it starts run-
ning, and we know the pains that accompany such an effort. We must
keep the momentum of Federal expenditures from carrying them
again, as in 1967 and 1968, beyond the revenues produced by the tax
system at full employment. We would surely pay fully for such ex-
penditures-whether in higher taxes or higher prices.

Thus, the quality of congressional action in the weeks immediately
ahead on both the revenue and expenditure side of the budget is of

critical importance, not only to this year, but to next year and the
years ahead; not only to the Federal budget, but to our continuing
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effort for a healthy and expanding economy, reaching full employ-
ment with reasonable stability of prices.

Now let me turn to an expenditure ceiling.
The Congress passed and the President signed only weeks ago a

bill that imposed on him a ceiling on expenditures. The Congress,
however, has placed no such limitation on itself. Such a ceiling, with
necessary discretion to reallocate funds within the total, can be an
important tool in the effort to relate action on parts of the budget to
its overall dimension. The President in his July 18th statement re-
affirmed his intention to live within that ceiling and he suggested
that Congress bind itself to that ceiling as well.

I hope that this committee, with its special concern for economic
aggregates and for guidance on economic policy, will want to en-
dorse this suggestion and carry it to your colleagues with a sense of
its genuine merit and urgency.

Thank you, Mr. Chairman.
Chairman PAT-MAN. Thank you, Mr. Shultz. We will now have

questioning by the committee members.
Dr. McCracken and Dr. Shultz, I notice that neither one of you

referred to high interest rates as a problem of any kind. In view of
the fact that the people are paying today about $120 billion a year
interest on all debts, public and private. it occurs to me that this is
a very important element in any discussion of inflation.

For 18 or 19 years the Federal Reserve Board fought inflation by
raising interest rates, and the interest rates continued to rise during
those 18 or 19 years. To my mind that was just as illogical as using
gasoline to try to put out a fire instead of water. Every time interest
rates were increased, prices were increased, even the prices of goods
on the shelves, all prices were increased. When you raise interest
rates, you raise prices, you are going toward inflation. If you will
look at the interest rate increases over the years and then at infla-
tion, you will find inflation follows the interest rate increases. It
cannot do anything else, the way I see it.

You know, when the prime rate was raised by one New York
banker on June 9, 1969, from 71/2 to 81/2 percent, that automatically
gave a potential increase in interest rates of 1 percent of all debts,
public and private, which aggregated at that time $1,500 billion-plus.
So that was a $15 billion increase in interest rates.

Now, we have had a 21/2 percent increase in interest rates during
the last couple of years which would mean that we have had a $371/2
billion increase in interest costs, yet you have not mentioned that in
your budget presentation at all. Do you not think interest rates have
contributed to the unbalancing of all budgets from the housewife
to the Federal Government, and do you not think that that has en-
tered into our economy in a big way and certainly should be discussed
as a major point, Dr. McCracken?

Mr. MCCRACKEN. Mr. Chairman, I have two of three points that I
would like to make. I did discuss, in a part of the prepared statement
which I left out, developments in credit markets and interest rates.

Chairman PATMAN. Let me ask you this question, Dr. McCracken.
Are interest rates satisfactory to you now; are they just about right
or are they too low?

Mr. MCCRACKEN. I can certainly start at the end and cross off the
last one. I think interest rates are too high. The complex of pressures
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which produced high interest rates has had a very damaging effect
on our economy.

Chairman PATMUAN. What are you trying to do to lower interest
rates? Now, the President said in his message recently interest rates
are too high but he has not proposed anything to do about it.

Now, my recommendation to the President and to you as an ad-
viser of the President is that inflation can be corrected by lowering
interest rates.

Now, the President could very well go out on his front porch at the
W1rhite House and say that prime interest rates hereafter will be, say,
7 or 6 percent, or whatever he wants to. He has that authority under
the law, and do you not think if he says interest rates are too high
and you say interest rates are too high. that some effective means
should be adopted to roll back those rates?

MIr. MCCRACKEN. An effective program to deal with this will have
to contain two or three elements.

First, it is closely related to the budget situation and the budget
outlook which Mr. Shultz has alluded to in his statement.

Second, the high level of interest rates that we have seen is itself
reflecting the inevitable response to inflation and uneasiness about
the price level. That is another reason why it has been important to
get at this problem.

Chairman PATMAN. Dr. McCracken. I have only 3 minutes to go.
You can complete your answer when you look over your transcript.

There are two points I want to cover before I get through, and I
am sorry I have not had time to interrogate Dr. Shultz. How can
any government ever hope to have a balanced budget and operate
prudently when they pay off their bonds and do not cancel the bond
and continue to collect interest on the bonds as though they had not
been paid?

Now, I refer to the Federal Reserve's own statement over the years-
I have watched it over the years-the Federal Reserve Bank of
New York in the name of the Open Market Committee now holds
according to their unaudited record and self-audited record $57 bil-
lion plus in U.S. Government interest-bearing bonds.

Now, those bonds, every one of them were purchased with U.S.
Government funds, Government money, a lot of it manufactured
over at the Bureau of Engraving and Printing, but they were all
paid for, every one of them. They had been paid for once.

Now, then, there is no effort made and you cannot get any con-
sideration of stopping this. It occurs to me if we had a bond burn-
ing like churches do sometimes when they pay off their bonds, they
are so happy over it, they have a celebration, that we could reduce
our national debt immediately by the amount of those bonds that
are then paid for once. And would you please elaborate on the rea-
son why the Government is doing that in your statement when you
look it over for approval?

Turning to another point, the banks bought 94 percent of all the
tax-exempt bonds that were offered for sale in 1968.

Now, they knew that if the interest rates went up, why, their bonds
would go lower down in value. Everybody knows that. And so, they
did not raise interest rates for a while until they hit us with 1 per-
cent, from 71/2 to 81/2 percent. It had never been done before. Here-
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tofore only one-quarter of 1 percent raise, twice one-half of 1 percent,
but never before 1 percent, but they did it all and, of course, bonds
went way down and it occurs to me. Mr. McCracken, that they must
have had an understanding with the supervisory authorities that
they could carry those bonds at what they cost them or par value
for liquidity or asset purposes. Is that correct or is it not?

Mr. MCCRACKEN. My understanding is that they can carry the
bonds at book value in their financial statements and in their financial
reports to the regulatory agencies. This practice applies to investment
grade or similar quality bonds and is quite consistent with conserv-
ative accounting principles. This operating procedure follows an
agreement reached in July of 1938 and revised and reaffirmed in July
of 1949.

Chairman PATMAN. In their financial statements for asset and
liquidity purposes?

Mr. MCCRACKEN. Yes. Although it must be kept in mind that in
appraising liquidity and capital adequacy the maturity of the se-
curities held is taken into consideration.

Chairman PAT31AN-. Well, I think you are correct. I feel reason-
ably sure, which means that a substantial part of the capital struc-
ture of the banks, of course, is weakened now. It is unusual, I would
think, for the supervisory authorities to let people have their cake
and eat it, too. In other words the ordinary borrower would have
to sell those bonds and take his loss but if vou let the banks go ahead
and carry them at par or what they cost them indefinitely, why, they
have got it made.

Now, it is possible that there are good reasons why that should be
done. I am not saying that there are not. But why treat one person
one way and another person another way? You would not let all
people do that. and the banks do not even let their customers do it.
They make them sell their bonds and take their loss. But, of course,
that adds to the earnings of the banks. I do not want to do anything
that would stop them from having money [laughter] but at the same
time, I feel like they ought to be treated just like everybody else.

Now, my time has expired and I will yield to the gentleman on
my right, Mr. Conable, for 10 minutes' time, sir.

Representative CONABLE. Thank you, Mr. Chairman.
Dr. McCracken, I would like to dedicate my 10 minutes as an op-

portunity for you to answer such points raised by the chairman as
you would like to answer. Do you have any that you would like to
respond to? Interest rates or others?

Mr. MCCRACKEN. Yes, I would.
Representative CON-ABLE. If you would prefer to answer in the rec-

ord, that is all right, too, but I will leave it up to you, sir.
Mr. MCCRACirEN-. May I make two or three comments, that certain-

ly will not take 10 minutes.
As I indicated in my brief comment earlier, I share the general

concern about the high level of interest rates and the impact that
this has had on the economy and especially certain sectors of the
economv such as housing. State and local borrowing would be an-
other one. The important thing is to deal with the fundamental
causes of the problem.
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If we ask ourselves why have interest rates risen to these levels,
there would be two or three things that I think we would have to
cite. One was the growing uncertainty about confidence in the long-
run price level that began to emerge with the long inflation that got
underway in 1966. One of the most consistent themes in economic
literature is that the rate of inflation will ultimately be added to the
basic or true rate interest rate so that if the basic rate is 5 percent,
and people expect 4 or 5 percent inflation, then we will see interest
rates of 9 or 10 percent. So, establishing the basis for a more stable
price level is very important.

The second thing causing an adverse effect on interest rates has
been uneasiness about the Federal budget. I do not think there is any
question about it. We had the large deficits of the late sixties. We see
in the press and in the comments by financial people concern about
where basic expenditure forces seem to be-taking the budget. This
unquestionably carries through into an adverse impact on interest
rates.

I think all of this is indicated by the fact that we are now, as there
begins to be a. little more confidence in the basic financial situation,
beginning to see some recedence of interest rates from those levels.
The important thing is to carry along with them.

Representative CONABLE. Mr. Shultz, are more people working this
year now than were working a year ago at this time?

Mr. SHULTZ. I believe so, yes.
Representative CONABLE. Do we have any figures on that or for-
Mr. SHULTZ. Yes.
Representative CONABLE (continuing). Recent months?
Mr. SHULTZ. We have monthly figures, and I do not have them here.
Representative CONABLE. And would you explain the apparent dis-

parity between this and the rise in the unemployment rate?
Mr. SHULTZ. Well, the unemployment rate is a combination of what

is happening to the labor force and what happens to employment.
Unemployment is the difference between the two. The labor force
continually rises and employment has to rise at least as rapidly if
the unemployment rate is to remain constant. And what has hap-
pened, in effect, over the last 6 or 7 months is that the labor force has
risen fairly rapidly. Actually, considerably more in the first 5
months of 1970 than in the first 5 months of 1969. And this is one
reason why we see the rise in the unemployment rate.

Representative CONABLE. Would it be accurate to say that emplov-
ment is up by about 1.1 million, judging from the May figures?

Mr. SnULTZ. Well, we have published figures. Whatever they are
exactly-

Representative CONABLE. I am sorry.
Mr. SHULTZ. I say, there are published figures. Whatever they are,

they represent our best estimates. I do not have them exactly in mind.
You want to compare a year ago with now?

Representative CONABLE. Yes.
Mr. SHULTZ. Well, a year ago employees in nonagricultural roles,

70,347,000. Our June estimate is 70,666,000. So, that is up slightly.
Representative CoxNABLE. Now-
Mr. SHtTLTZ. That is just the flat figure. That is not a seasonally

adjusted figure. I am sure you know that there are strong seasonal

49-774-70-pt. 3-3
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swings in these figures. Of course, in comparing like months of the
year we tend to wash that out.

Representative CoNABLE. It is likely that productivity will rise
substantially before the rate of employment wvill go up appreciably?

Mr. SHULTZ. What tends to happen as output starts to move up-
ward is that employment will move up less rapidly, and so you get aln
increase in productivity, in output per man-hlour, and that is what ap-
peared to happen in the second quarter of 1970 and what seems likely
in the last half of the year. When that happens and, given the rather
stable behavior of the rate of increase in wages looking across the
whole economy, when productivity starts to rise as compared with its
poor performance in 1969 and the first quarter of 1970. the rate of
change in labor cost increases will become much smaller. And, as
we see the price picture improving, as the rate of increase in prices
starts to lessen, these two factors will interact with each other and it
is that, I think, that represents the light at the end of the tunnel in
working on inflation.

Through 1969 it was working exactly in the opposite direction.
The rate of increase in prices was high and the productivity was poor,
so that all of the wage increases in effect became cost increases and
these things were interacting in the opposite direction.

Representative CONABLE. As you point out in your statement, Con-
gress has not rushed to enact the administration's requests for addi-
tional revenues. Suppose the 91st Congress comes to an end without
action in these areas, or at least in substantial parts of them. WVhat
course will the administration follow with respect to the fiscal prob-
lems which result? Will we likely get new tax requests next year?
Will there be a real austerity type expenditure budget? How can we
avoid moving toward very substantial deficits and all the inflationary
and other problems that they create?

Mr. SHULTZ. Well, we avoid it by seeing the problem in time to do
something about it and by adjusting our expenditures to keep them
within the revenue-producing capacity of the tax system. If we can-
not adjust our expenditures to that, we either wind up paying the
price in higher taxes or higher prices.

But the point is, and I think this is a point of the President's state-
ment of Saturday, that this is the time to focus on these questions
and to see the relationship about these individual actions on pieces
of the budget that are now flowing along, their relationship both on
the revenue side and on the expenditure side, to this overall picture,
and it was this that led me to feel, since that is one of the special
objectives of this committee, that this is a particularly good forum
for discussion of that problem.

Representative CONTABLE. I take it, you would feel that Congress has
an obligation if it is not willing to accept the President's recommen-
dations for increased revenue, either to cut the pattern to fit the cloth
or to come up with its own proposals for increased revenue, is that
correct?

Mr. SH1uLTZ. That is certainly correct.
Representative CONABLE. Dr. McCracken, can you tell me to what

extent is there a tradeoff between money available for real estate
mortgage investment and the Federal deficit? A substantial deficit in-
evitably, of course, involves borrowing of money which might other-

-
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wise be available for other purposes within the economy. Is it logical
to assume that mortgage investment is going to be the hardest hit of
those credit markets that are affected by substantial deficits?

Mr. MCCRACKEN. Yes, I think it is. That is suggested both by the
logic of the problem and by history. In other periods we have seen
that housing has been particularly adversely affected by stringent
conditions in the credit market. It is true that the dollars which the
Treasury has to divert from the saving stream to finance the deficit
are not there for private borrowers. As I examine the data, it seems
to me the major victims tend to be housing and, to some extent, State
and local borrowing.

Representative CONABLE. My time is up, Mr. Chairman. Thank vou
very much.

Chairman PATINANT. Yes, sir.
Senator Proxmire?
Senator PROxNrlrE. I want to thank both of You gentlemen for most

articulate and persuasive statements. You can do a lot with, I
think, a fairly weak case. [Laughter.]

No. 1, I would like to zero in on the support that you give the
President's statement of Saturday in which he criticized the Congress
very severely for increasing spending and you supported the Presi-
dent's criticism in your statements.

It seems to me that the President is just not telling the whole truth
by a long shot. In fact. if we take the President's recommendations
and lay them beside what Congress has done, it is the Congress that
is reducing spending, not the President. It is true that we are trying
to shift priorities more than he is, but, from the standpoint of overall
spending, it seems to me, our record is very clear.

Last year we did cut the President's budget $51/2 billion below what
he requested and this year-you take the Shultz table in his statement,
and if you add up the results, it seems to me, you come close to a
washout.

When you recognize the fact we have not even begun to deal with
Defense and Congress has indicated in the past and has indicated this
year, it seems to me. we are going to go below the President once
again in Defense, it is Congress that is cutting spending, not the
President.

Now, how can you justify the President's charge that Congress
was the spendthrift and not the President?

Mr. SHrLTZ. As I noted in my statement, the appropriations process
has not unfolded as Yet, although we are into the fiscal Year.

Senator PROxxImRE. The Presidential rhetoric indeed has.
Mr. SHIuLTZ. The President's statement referred to the kind of ap-

propriations that seem to be shaping up. Now, I think if you look
down the table in my statement. it is certainly correct that when you
look down the column labeled House, the picture is sharply different
from the one labeled Senate. but we have to look at the total picture
and we do not know how this is going to come out.

The whole purpose was to call to the attention of the Congress
where we are heading and the problem we may be getting back into
unless we look at these individual pieces of action. This is not a
table that has any special thing to say about any individual piece.
But, rather, it is saying let us be sure that in considering any individ-
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ual piece we are also thinking about the total picture and what all

of these things are adding up to because if we do not do that, we are
going to get right back into the situation that was produced by the

kind of deficits that were run in 1967 and 1968.
Senator PnoxmiuRE. Now, the Senate is just about to take up in the

next few days the military procurement bill, the biggest authorization
bill we have. The Senate Armed Services has already cut $1.3 bil-

lion below the House and I think about the same below the Presiden-
tial request. I do hope the President will help us make a sharper cut.

If he will, it seems to me we can have an effective reduction in spend-
ing in an area which is particularly inflationary. I doubt if we are

going to get that from the President. The President can also help us

when we come to the supersonic transport. He has requested $290

million for that project. And there is not any indication the President
is going to give us any help there.

Earlier this year a number of us tried hard to cut the space budget
and we got no support at all from the administration. So, it is not

a matter of overall expenditures, it seems to me. It is a matter of
priorities.

Mr. SHULTZ. Well, that is exactly what the President has done. He

has reviewed the total budget picture and I think that the shift in

priorities during President Nixon's administration as between De-

fense and human resources is absolutely startling. It is a totally dif-

ferent picture than the one that was present when the President
took office.

Senator PROX3IRmE. Not so startling when you take a look at what
it really does, though, Mr. Shultz. What the President's shift in

priorities is, and he deserves a great deal of credit for reversing this

escalation in the Vietnam War. He has done that. He has withdrawn
some troops and cut back on expenditures in Vietnam by several bil-

lion dollars. Everything we can get, however, indicates that, if you

leave the Vietnam deescalation out of account. the military budget
is higher and substantially higher than it was last year. The entire

reduction and then some is in the Vietnam cutback.
So, from the standpoint of shifting priorities out of military, it

is true that we have an overwhelming national conviction, it seems

to me, that the Vietnam War was a mistake. The McCarthy and Ken-

nedy campaigns had a lot to do with that. The President has recog-

nized this, I think, and the result is that we are cutting back in mil-

itary spending and the President deserves credit for part of that.
We want to cut it back farther, however.
Let me get into another area. Mr. McCracken, we had testimony

by two witnesses, Dr. Heller and Dr. Solow, the other day, and they
were anything but in support of the President's proposal to attack

inflation by the three methods that he has suggested. In fact. Dr.

.Solow. I thought, put it very well when he indicated that the Presi-

dent's inflation alert was the equivalent of an announcement by the

Weather Bureau that last Thursday it rained. In other words, it is

simply a. historic recognition of what has happened in the past and
every witness we have had so far has indicated that they believe the

President will not call attention to a specific wage demand by a par-
ticular union or a specific price increase by a particular industry and

if that is not done, it seems to me, you simply cannot have any really
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effective anti-inflationary policy, certainly in the short run at that
time when the excess demand has gone out of the economy according
to virtually every economist, including Dr. Burns and others.

Mr. MCCRACKEN. I obviously do not accept that metaphor as a fair
characterization of this program. I think this program can lift the
level of visibility about developments in wages and prices in the
economy and can make an important contribution to this process.

I have said repeatedly before this committee that I know of no
situation where the kind of problem that we have has ever been coun-
tered except through the use of stern fiscal and monetary policy.
Moreover, I have also indicated in testimony here and before other
committees that when one looks at the hard empirical evidence about
the effectiveness of incomes policies or guidelines, even of a more
stringent type, both here or abroad, the empirical evidence is at least
inconclusive about the contribution that these things can create.
Nonetheless, I think anything which can help to lift the level of
visibility here can make some contribution. We are going to give it all
we have got.

Senator PROXMIRE. We have had testimony by Chairman Budge, by
Assistant Attorney General Mc-Laren about the tremendous increase
in concentration ill industry. Mir. McLaren's testimony indicated that
the 100 biggest corporations have as many assets in proportion to the
total holdings in our country as the 200 biggest corporations had in
1950. Mr. Budge indicated a tremendous increase in conglomerate
mergers and concentrations just in the past 3 years. The testimony
of Dr. Blair and Dr. Means indicated that iln the coming months
virtually all of the inflation is going to be in the concentrated sector
of the economy and it makes sense as long as we have excess labor
available, unemployment running as high as it is, and as long as we
have capacity which is available, it seems to me that what pushes up
prices is the capacity of the concentrated industries to do so.

We have evidence, of course, that they have been able to do so at
times when they were operating far below capacity and manpower
was readily available. We have in the construction industry 11 percent
unemployment but the highest wage settlements are in that industry.
We are just not going to crack inflation by a stiff restraining policy
of tight money and stringent fiscal policy, it seems to me, all by itself.
When you have this concentration and the clear evidence that this is
where, in coming months, we can expect price increases to con-
centrate

Air. MCCRACKEN. But Dr. MfcLaren's testimony also analyzed some
statistical evidence about where the price inflation had occurred.

Senator PROXMYRE. Exactly, and when I followed that up with Dr.
Blair he pointed out that is exactly the point. In the period we have
just had where we did have excessive demand, and you did have
that kind of inflation resulting from excess demand, then the prices
are relatively stable in the concentrated sector; but, when you move
into the period in which demand is no longer excessive, then it is
the concentrated industries where you get your inflation, concen-
trated both from the labor standpoint and from the industrial
standpoint. And they were able to document that on the basis of our
experience in every recession in the 1950's.

fr. MCCRAcKEN. I want to make one or two comments here.
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Mr. SHLuuTZ. I would like to make some, too. I can hardly restrain
my enthusiasm for commenting on your assertions in your questions.

Mr. MCCRACKEN. Go right ahead.
Chairman PATMIAN. The Senator's time has expired but each one

of you may summarize your views.
Mr. SHULTZ. Do you consider construction to be a concentrated

industry? You mentioned that.
Senator PROXNIRE. No. I certainly do not consider construction

to be concentrated industry, but I do for-
Mr. SHfULTZ. If there is one industry where eve are having trouble

with wage rates, it is construction. There wvas another recent wage
settlement in trucking. Do you consider trucking a concentrated in-
dustry?

Senator ProxxIuiRE. I certainly consider the labor in trucking to be
as concentrated as it can go in any industry.

Representative BROw-N. I would like to make the point that the
time has expired and, if the witness responds, he should not do it
with a question.

Chairman PATMAN. You make a good point.
Senator PROXNEIRE. I thank "Chairman" Brown for reminiding me

that my time is up.
Representative BRow-N-. iXTould it be possible to get an answer to

the questions raised?
Chairman PATAIAN. The gentleman will be reached very soon. After

Senator Percy, of course, Representative Reuss, then the gentleman
from Ohio, Mr. Brown.

Senator Percy?
Senator PERCy. I would like to yield my time to answer that ques-

tion but I will not. [Laughter.]
I have enough questions of my own but I am sure we will be around

long enough this morning to come back to this one.
Dr. Shultz. this is the midyear review and serves a useful purpose.

'When I first came on this committee I was shocked to find we did
not periodically review the budget. But I am equally shocked this
morning that wve do not have a reestimate of the fiscal 1971 budget
from the administration. The history is that, on February 2nd, the
President submitted a budget surplus estimate of $1.3 billion. On
the 19th of May, he revised that to a deficit of $1.3 billion. Shortly
after that, figuringg with a stub pencil on the back of a brown en-
velope, I came up with about a $6.1 billion deficit that I could esti-
mate with the limited resources I had to check with.

A few days ago the Joint Committee on Reduction of Federal Ex-
penditures came up with their estimate of a $10.3 billion deficit. Can
you tell us this morning which one is closest and when will we get an
official revision of this estimate to resolve this tremendous disparity?
How can we operate as a Congress without knowing what you really
feel that deficit is going to be and how tough we have to be about de-
creasing the expenditures or getting more revenue?

Mr. SHuLTZ. Senator, as I understand the tradition of the midyear
review, it was something like this, that in the early part of the year
the President submitted his budget to the Congress. The Congress
then took action on the budget and then we could come back at the
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midyear review and see where we stood and that seems to be like a
very desirable process. I wish we could follow it.

*We are now into the fiscl year. Te do not have any idea-I mean,
we can speculate as we all do-about the actions of the lHouse and
the Senate, and so oln, but there has not been any substantial action
on the President's budget by the Congress. *We hope that the Con-
gress will take action along the lines suggested by the President's
budget and we continue to have that hope. But the situation that was
presumed by the theory of the midyear review does not come to pass.

Now, we can do the same arithmetic on the back of an envelope
that you spoke of and we can speculate as to whether the Congress
will really increase all these expenditures by this much or not, and

we can make estimates of that, and we can speculate as to whether

the Congress will pass the tax legislation. You can speculate about

all of that, and depending upon your assumptions, you can come
up with a wide variety of figures.

Our effort is to stick to the President's budget and keep the spend-
ing within the ball park of the revenues generated by the tax system.

Senator PERcy. Mr. Shultz, certainly the Office of Management
and Budget knows more than it knew on February 2. It knows more

than it knew when it gave a revised estimate on May 19. It has

greater resources than the Joint Committee or one Senator's office.
I really feel we must insist that we get a revised figure, imperfect
as it mav be. You never will have all the information you need.

Senator Mansfield has said we are probably going to be eating Christ-
mas dinner here. The same line of reasoning could mean that we

would not have a revised budget by December.
I think we must insist onl getting the Budget Bureau's and the

President's revised figure as to what in their best judgment, taking
into account every condition that you need to consider, are the budget

figures for fiscal 1971. We need your best estimate before we can
really be aware of the magnitude of the problem. I think the problem
is serious. I think it is critical and I think we need to be shocked
by having an official figure to guide us as to what we do in the next
few months, before it is too late.

Mr. SHULTZ. The uncontrollable costs, so-called-interest on the

debt, unemployment compensation payments, public assistance, things
like that-we, of course. continually appraise and reappraise, and
I have in my statement suggested a change in the estimate for that
number from the MIay review. I think that, when we have the re-

sults of fiscal 1970 and the revenues produced, we will then be in a

better position than we were in 1Iay to estimate revenues for 1971.
However, we will not know by then. I suppose. whether the Congress
will or will not pass the tax legislation proposed. How far we will
be in the appropriations process by that time I do not know. You
gentlemen know better than I do.

Of course. I cannot help but recall that as Secretary of Labor,
during my first full year as Secretary of Labor, we did not have
our budget until 8 months of the fiscal year had gone by and that
made for very severe management problems within the Department.
I consider this to be a great problem.

Senator PERCY. The sins of one branch of the Government do not
make up for the sins of the other, and I really will press on this
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in every conceivable way I can, on the floor of the Senate and tele-
phone calls to you, to put all the heat I can on getting a figure. I
happen to feel that when we see that figure it is going to help those
of us who feel we must cut expenses and must raise revenue with our
work. I think it is unconscionable that this Congress has raised
postal pay and not faced up to the problem of raising rates-we
raised pay and we did not raise the rates.

Mr. SHuLTZ. I completely agree.
Senator PERCY. We apparently just did not have the guts to do

it in an election year and I think it is a terrible thing that we did.
We have a perfectly feasible proposal for increasing the gas tax
on leaded gas. We would get $1.6 billion and help fight the pollu-
tion problems. We have not faced up to that one. But I think when
we get this figure of yours it will help us a great deal before we
go home to do the kind of things we should as a Congress and not
just look at politics all the time. I hope I say the same thing when
I am up in 1972. [Laughter.] I would like very much to commend
the administration for the change in spending priorities. I think
what has gone on in the Defense Department, the Space Agency,
and other cuts in Government have been admirable and the emphasis
on humanitarian programs has been exceedingly good. I think the
President's message on Saturday was called for. We had it coming
to us and, if anything, it should have even been tougher, and I
think we ought to accept the expenditure ceiling. We have imposed
a ceiling on the President. We ought to accept a ceiling on ourselves.

Can you suggest practical ways that we can implement that ceil-
ing on the Congress, giving us flexibility that is required, but also
putting a ceiling on our actions in spending so that we can be just
as effective as we ask the administration to be?

Mr. SiiuLTZ. Well, we would like very much to work with the
Congress, the appropriate committees, on practical ways of doing
that. A problem is posed both for the President and the Congress and
I think your note of flexibility is a key to it. If you are going to
operate within some ceiling, some number, you cannot have the
major parts of that number all pinned down. You have to have
flexibility to move across the board to a certain extent. And I
suppose also what this sharpens is the desirability of collapsing the
appropriations process to a greater degree so that you really do have
a chance to see as you are acting on all the individual parts what
they are adding up to.

Senator PERCY. I would be very happy to work with you on the
introduction of legislation that would impose the same kind of
ceiling on the Congress that we have imposed on the administra-
tion and the President.

In going after the budget figure, the final figure for fiscal 1970,
you have 11 months certain and 1 month to go. Thinking back on
my own experience in Government some years ago during World
War II, that last month everyone spent like crazy so they did not
lose the money. Is that process still going on and in your new re-
sponsibility is there any way you can get away from the 12th
month, June, being a frantic month to spend the money?

Mr. SHuLTZ. I am sure it is still going on, but I think it is some-
thing that should be looked at. I think that is quite desirable. I
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should note that it is a universal trait. People cram for exams at
the last minute. No doubt even Bell & Howell had its biggest ship-
ment day on the last day of every month and-

Senator PERCY. Well, the only reason we did that was because we
had only quarterly pushes before and then we changed it to a
monthly push. Maybe you could close it out at the end of every
month in the Federal Government and equalize it. There ought to be
some way to get around that practice which I am sure goes on in
many, many agencies.

Thank you, Mr. Chairman.
Chairman PATMAN. Representative Reuss?
Representative REUss. Thank you, Mr. Chairman.
Mr. McCracken. on this vital question of inflation and the cost

of living, you expressed some optimism and some pleasure that the
second quarter cost-of-living statistics look better than the first. I
have just spent the weekend with my constituents in Wisconsin and
they are certainly as concerned as everybody about increases in
the cost of living and I. therefore, want to put it to you that you
may be a little too cheery in your optimistic analysis. A good man,
but cheery. And I want to point out a couple of ways in which I
think your optimism may have overcome you.

In the first place, you talked about the better showing of the
second quarter inflation figures than the first quarter inflation fig-
ures. Leaving aside the effect of the Government pay raise on those
two figures, the second quarter looked as if it were about 11/4 per-
cent better, less inflationary, than the first quarter. However, I
notice that the Department of Commerce, the people who get out
these figures, in its press release dated last Friday, July 17, page
3, accounts for the large part of that change thus: "This was due
to changes in weights rather than a deceleration in the rate of
price inflation." In other words, what they are saying is that be-
cause, due to high interest rate policies, the construction industry
is on its back, therefore the sharp rises in the prices of construction
had less of an effect. This is like saying, if we do not like the noise
made down at the saloon on Saturday night, shoot the piano player
and things will be better.

Now, is it not a fact that really there was not any marked decelera-
tion in the rate of inflation, when you put to one side these weights?
Is not the Department of Commerce right and, therefore, is it not
true that there really is not much room to be cheery?

ir. MCCRACKEN. iIr. Reuss, I did not read about half of my
testimony and if-

Representative REUSS. You did mention the weights in your-
Mr. McCRAcREN. Yes, I mentioned specifically that changes in the

composition of GNP were a very important part of the change in
the price level and in the rates of increase in the GNP deflator dur-
ing the second quarter.

Representative REUSS. Should not that diminish the wan little
smile we have about the rate of inflation? It seems to me it should.
I do not think things are much better.

Mr. MCCRACKEN. I merely mention this because my own optimism
about substantive changes did not arise out of overlooking that point.
I mentioned that point explicitly in my own prepared statement and
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I did not, I think, allude to any deceleration of the costs of living.
I did say that there were certain factors-as we look ahead-sup-
plies of food, for example-that provide some hope that we may see
essentially a stable trend of food prices for the rest of the year.
The main evidence that we have on the price front is being found
in those areas where you usually see it first. We are seeing it in
the wholesale price index of raw materials. The wholesale price in-
dex itself has been doing a little better. The wholesale price index at
the industrial level has still not responded.

The Consumer Price Index has shown no visible deceleration, though
at least acceleration has stopped.

The sequence that one would normally expect would be to see it
first in raw materials, next to see it at the wholesale price level,
and later in the Consumer Price Index. Now, one further point about
composition. It is also true on the way up that a part of the in-
crease in the GNP deflator, particularly in certain quarters, was re-
flecting not so much accelerated increases in the price level as these
same shifts in composition which in some quarters went the other
way.

Representative REUISs. Let me now turn to another aspect of in-
flation in which I think, respectfully, you may be guilty of exces-
sive cheeriness. In the money supply, of your excellent prepared
statement, you point out that the money supply increased at highly
inflationary rates in 1968 and then you list those rates which
work out at about 7.2 percent. And you suggest that the recent
increases in the money supply of 4.2 percent in the last 1967 months
are within the ball park.

Now, I call your attention to a release, again of last Friday, July
17, by the Federal Reserve Bank of St. Louis which is to the effect
that from February to the present time the money supply has in-
creased at a 6.6 percent annual rate.

Now, the Federal Reserve Bank of St. Louis goes on to indicate
that in its judgment, starting things with last February is a fair
way to do it because that was the least skewed base period that
they could find. Assuming the Federal Reserve Bank in St. Louis
is in possession of its senses, which I think they are, is not that a
rather alarming and un-Friedmanesque rate of money supply in-
crement that wve have been having, 6.6 percent? That is about at
the level that Vou said is highly inflationary.

Now, if you are right, if 7 percent is highly inflationary, and 6.6
percent is what we have been having, why are we not creating money
at a highly inflationary rate?

I realize this is a somewhat different approach from that of Chair-
man Patman but what do you think?

Mr. -MCCRACKEN-. I assuine that "alarming'" and "un-Friedman-
esque" are synonyms. [Laughter.]

Representative REUSS. Not necessarily.
Mr. MCCRACKEN. In the first place, we have to remember that

the 7.3 percent rate of increase in the money supply in the first half
of 1968 came in an economy that was already fully employed and
being pressed hard against its productive capacity. As a matter of
fact we were already in a rather inflationary-highly inflationary-
situation at that time.
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The second point to make is that if one looks at the pattern of
the rates of increase in the money supply using another release of
the St. Louis Federal Reserve Bank, you will find that through
May and June the trend was flat. There were, of course, week-to-
week swings but the trend was quite flat. For about 8 weeks we had
really no increase at all. But the most important point to bear in
mind is that we are now starting out on a path substantially below
the basic full employment growth path for the economy. Unem-
ployment is about 1 point above where it ought to be. Capacity of
the economy is some 4 percentage points or so above where we now
are. What we need within a reasonable period ahead is to have the
kind of monetary accommodation which will permit us to not only
accommodate the normal growth in the economy but to make up for
the arrearages that we now have.

Representative REUSS. Thank you.
One quick question of AIr. Shultz. MIr. Shultz, in your statement

you gave a pat Onl the back to the fruitful efforts of the administra-
tion in its committee on lumber prices and its committee on copper
prices. Unfortunately, we cannot say as much for the efforts of its
committee on oil prices, can we? Is it not a fact that you who came
forth with what I thought was an excellent recommendation about
oil import quotas as chairman of that committee were ceremoniously
or unceremoniously removed. I do not know which, and those put
in power who watered down that recommendation, to the great dis-
advantage of consumer prices? Is that not about what happened?

Mr. SIIuLTZ. The committee that was established by the President
was following a recommendation in the report. That is. we recom-
mended that there be a management committee for the program es-
tablished in the Office of Emergency Preparedness, and we recom-
mended the membership of that committee. The Secretary of Labor
was not recommended as a member of that committee, and so I was
not on it. I was not removed. That was the recommendation of the
task force including my own.

Representative REUSS. But if you had been on the committee, the
result would have been different. would it not?

Mr. SHULTZ. So far as I know, the substantive issue of what to do
with the program has not been decided. That is still awaiting decision
by the President. I notice that the House Ways and Means Commit-
tee seems to be bent on preventing him from adopting the kind of
recommendation that the task force made.

Representative REUSS. I read in the papers-
Mir. SHULTZ. I hope that does not work.
Representative REUSS (continuing). That the President is bent on

helping the House Ways and Means Committee to bring that situa-
tion about. You do not know- anything about that?

Air. SHULTZ. Well, as far as I know, that report has no founda-
tion whatever.

Representative REUSS. My time is up.
Chairman PATNANX. Yes, sir.
Representative Brown?
Representative BROW-N. Air. Chairman, first, let me observe that the

political ramifications of the status of our economy make us all a
little edgy in an election year. I am sure we would agree with that,
whichever side of the issue we are on. The party in power wants
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to have good news, the party out of power can benefit froin bad
news. I kinow that all of us want to get on the record arguments
that benefit our side of the political issue.

So, I would like for the witnesses and the panel to recognize that
I did not mean to terminate the dialogue that was taking place be-
tween the Senator from Wisconsin and the witnesses and I must
apologize if anybody thought it rude.

However, I do think that the question should be answered not
with questions, but with statements. So, Mr. Schultz and Mr. Mc-
Cracken, if you would like to respond to the comments of the Sena-
tor on my time, I would be happy to have you do so. I would like
to have you do so without questions to the committee because I
have some questions I want to ask.

AMr. SHULTZ. No.
Representative BROwN. All right, sir.
Mr. SHULTZ. It was a rhetorical question.
Representative BROWN. MIr. Shultz, with reference to your new

responsibilities as Director of the Office of Management and Budget,
and the responsibility of the President to set the budget and then
try to live within it, should the President refuse to spend funds
appropriated even though he has the authority and even though
the Congress appropriates funds in excess of the budget?

It seems to me that the process of having the Congress overap-
propriate the budget is an abandonment of the congressional pre-
rogative in the area of fiscal responsibility to the executive branch.

Now, if that prerogative is abandoned, should the President ex-
ercise his prerogative and not spend the funds, or should the Presi-
dent spend the funds that the Congress appropriates even though
it creates fiscal instability and economic instability in the country?

Mr. SHTILTZ. I think the problem that we were addressing is the
problem of bringing the parts into harmony with the whole. Let
us say we agree on what the budget should add up to. The question
is how are we going to get it there when we have a process that is
inherently a piecemeal process. And in order to make the parts
and the total consistent, you have to have some way to bring about
a reallocation when you see what the parts really are adding up
to. Whether this is done as part of the congressional process, as
something that the President does, or-as it seems to me is basically
the way we do it and a good way to do it-by an interaction between
the executive and legislative branches, is the issue. The last of these
three is the kind of an interaction that I took it Senator Percy
was inviting us to work at.

Representative BROWN. That interaction begins 6 months before
the fiscal vear starts with the presentation of a budget to the Presi-
dent and then the Congress goes ahead and works its will as was
the case this year when the House expressed its opinions prior to
the beginning of the fiscal year. The Senate has not expressed any
opinions at all until after the fiscal year to which the budget
applied began.

Now, how long does that process of interaction continue? In other
words, can the Congress go ahead and overappropriate up to the
end of the fiscal year and have the President spend the full amount
appropriated, or should we appropriate the full budget as the fiscal
year begins and then compare that appropriation budget with the
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budget that the President set? What is the President's responsibility
at that point? You will be exercising administrative responsibility
in that area. What are you going to do?

Mr. SHULTZ. Well, the President's obligation and desire is to work
at the whole budget process in such a way as to bring it out with
a responsible end result. As you suggest, the process goes on con-
tinuously. I do not really see that it has an end point. I think that
is one of the artificialities that are introduced into our thinking
by this great big fat book that comes out once a year. It is a con-
tinuing thing. We start this process of interaction, for example, on
the 1972 budget long before the budget physically arrives. We are
in the process of developing the 1972 budget right now, since actions

taken today determine spending in 1972. And we go right through
the fiscal year with supplemental requests or increases that result
from congressional initiative.

We constantly have a problem of going back and forth between
the parts and the whole and it is that problem that it seems to me
we need to do better in solving.

Now, the ideal would be if Congress were to complete its work
on the appropriations prior to the beginning of the fiscal year.

Representative BROWN. By last June 30 in this case.
Mr. SHuLTZ. Preferably, well beforehand, so that we would all

then be able to plan for the year ahead on the basis of appropria-
tions actions already taken rather than on speculation about what
might happen. Moreover, we could look and see how it all stacks
up-what the total is-in the light of our best estimates based upon
action actually taken by the Congress. If we then have to cut and
fit a little bit, we can do that.

As things have developed, the time has gone further and further
into the fiscal year before we do see what this total picture looks
like and that is the essence of our problem.

Representative BROWN. Under the law the President cannot spend

funds which the Congress does not appropriate, is that not correct?
Mr. SHULTZ. As far as I know, that is right.
Chairman PAT3MAN. Repeat that, Representative Brown, please.
Representative BROWN. I said, under the law the President cannot

spend funds which the Congress does not appropriate. Is there any
question?2

Chairman PATMAN. No. But there are other agencies that spend
money that has not been appropriated by the Congress.

Representative BROWN. I appreciate that and I am an opponent
of that sort of procedure, too, but let me

Mr. SHULTZ. This, I think, comes to some extent from such ar-
rangements as permanent indefinite appropriations (applicable to
most trust funds as well as to such Federal fund items as interest
on the debt), authorizations to expend public debts receipts, and the
effect of asset sales on budget outlays. The unified budget has the
advantage that it incorporates all of these under a single concept.

Representative BROWN. But what happens when the Congress aban-
dons its prerogative to set a budget which would be balanced and
the President discovers that he has had a great deal more money
appropriated for expenditure than he feels it is wise economically
to expend? What is your responsibility in that role under the new
Office of Management and Budget?
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Mr. SIIULTZ. Well, a first responsibility is to call attention as
strongly as possible to what is going on so that something can be
done about it before it is too late.

Representative BROWN. I would assume that process is going on
in the administration.

Mr. SHtLTZ. That is what we are in the process of doing right
now. We hope and expect, since, after all is said and done, both
executive and legislative are basically composed of responsible
people, that it is going to turn out all right. That is what we are
looking for.

Representative BROWN. Well, that is the third time around for
avoiding a direct answer to the question and I appreciate

Mr. §HULTZ. Are you looking for a legal type memorandum
on-

Representative BROWNi. I am looking for an answer.
Mr. SHUTLTZ (continuing). What exactly the President's power to

not spend funds under this, that or the other act might be?
Representative BROWN. I would just like to have an answer on

the question. A legal memorandum is not necessary if I can get a
response to the question.

Mr. SHULTZ. Well, I am sure that the answer to it varies with the
piece of legislation involved. There are differences and there are
also legal aspects of this. Perhaps the best thing that I could do
is to submit a memorandum for the record on this subject.

Representative BROWN. Thank you.
(The following information was subsequently supplied for the

record by Mr. Shultz:)
Representative Brown asked whether, if Congressional appropriations exceed

what the President considers a responsible budget total, the President should
refuse to spend the additional appropriations. Director Shultz stated at the
hearing that the best way to achieve fiscal responsibility is through interaction
between the Executive and Legislative Branches. The President, in his July
18 statement, called attention to the threat posed to fiscal responsibility by
additional appropriations, and encouraged such interaction on the fiscal year
1971 budget while there is time to make necessary changes.

In the absence of cooperative action by the Congress, the necessary action
could be taken only by the Executive Branch. Clearly, such action would be
appropriate if outlays threaten to exceed either, for economic stabilization
purposes, the revenues that the tax system would produce at reasonably full
employment or, given the requirements of law, revenues and amounts raised
through permissible borrowing under the statutory limit on the public debt.
However, Presidential action to reduce spending usually depends on facts and
circumstances and statutory and Constitutional considerations that vary from
case to case. For example, the President is required by the Constitution to
"take Care that the Laws be faithfully executed," and he thus must consider
the effect of the many statutes that authorize Federal programs, appropriate
funds for them, or otherwise control or affect carrying them out-including
those statutes that impose limitations or ceilings on Government-wide spend-
ing. Moreover, the President's Constitutional authority over foreign affairs or
as Commander-in-Chief of the Armed Forces may be important considera-
tions in determining possible restrictions on spending. The situation is com-
plicated by the fact that spending for certain programs has been made
mandatory by statute and may not be controlled administratively. In others,
the Executive Branch may have sufficient discretion to justify a refusal to
spend the appropriations. Because of these factors, the President's July 18
statement called for the establishment of a firm ceiling on total outlays-one
that would apply to the Congress as well as to the Executive.

Representative BROWN. Mr. Chairman, my time is up.
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Chairman PATMAN. Thank you, sir. I want to bring up a few

points here and ask you to answer questions for the record on others.

Now, on the $57 billion I mentioned that has been paid for once

and we are still paying interest on it, that interest amounts to over

$3 billion a year and that is spent by the Open Market Committee

without any authorization from Congress. Of course, the law, that is

the Constitution, says that all public funds should be appropriated

by Congress before they can be lawfully spent, but this is an exception.

I am going to pass that over with the statement that I think our

committee should consider having a special hearing just on that $57

billion plus for the reason that there is no use of us having our

national debt inflated that much when it has been paid for once

and it would certainly save us a terrific amount of money each

year. It is a fact of the business that our operation in that respect

is even worse, I suspect, than the Penn Central mismanagement.
Anyway, we will get into that.

Now, the housing, I think, is the most important thing we have

before us. People are unable to buy homes. Right now a person

who contracts to buy a $20,000 home at the present rates and with

the traditional 30-year term, the cost would be not only $20,000

for the home but $38,000 interest on that home which would make

$58,000 he would have to obligate himself to pay before he could

get a $20,000 home.
Now, that is really in my thinking, just against conscience.
I know they claim that they have got to have the market rate,

the rate that is fixed by the market. Well, of course, a homeowner

is in no position to compete with $27 million in the bank or other

banks of almost comparable size and that is the reason you cannot

get housing money now because by shooting the interest rates up

high, people can get more interest on their money than they could

get on housing loans and, therefore, even though we raised interest

rates, and we have repeatedly, expecting to get more housing money,

we have not gotten any more housing money because then this market

rate that you talk about, that is where the corporations meet and

they are not restricted on the amount of interest they get or the

amount of interest that they pay. They are not restricted.
That is not a very fair competitor with the little man who is

trying to buy a home. And then you have the people who are specu-

lating in this marketplace. They run interest rates up. We have the

gambling casinoes. They are in this marketplace and they are run-

ning interest rates up. And we have the high interest loan sharks.

They are in that market. They are running interest rates up.

So, the homeowner has just been unable to compete and, there-

fore, he is not getting homes built and we talk about environmental
quality and how it is necessary for each family, 55 million families
in our country, to have plenty of food, adequate food, the right kind
of food, clothing, and shelter. Of course, each family certainly is

entitled to a decent home, decent shelter for his family, and it just
cannot be provided like it is.

I think that should be given special consideration. I think there
should be a priority list and housing should be right up No. 1 on

that priority list. Like it is now, the big banks allocate the credit
of this Nation. They allocate it to anybody they want to. We tried
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to get a bill through the House that would let the people who have
a beneficial interest and who have paid into the pension funds use
their own money to buy their own homes at a reasonable rate of
interest. That has been denied us. We cannot get that done. There is
no way to get a source of funds, it appears, without the opposition of
the banking lobby and they have lots of influence. So, we do not
have any source of funds for housing and we will not get housing
until we have a source of funds.

Now, I proposed before the House Committee, and part of it
went on the floor of the House and was defeated on a record vote,
to have a development bank like the old RFC. That is where we had
$500 billion dollars capital. They could expand 171/2 to 1. They
operated 22 years and they saved many companies like Penn Central
and others and little businessmen, too. Yet, it just absolutely pro-
tected the people all during those 22 years and made hundreds of
millions of dollars profit for the Treasury and did not lose any
money.

Now, I propose that we have a billion dollar corporation similar
to the RFC, let it expand 20 to 1. That would take care of all of
our credit squeezes for the foreseeable future. There is no doubt
about that. But we cannot get consideration of that. Like it is now,
we have got to go through the New York banks for big sources of
money. There is no other place to go. And when you go before one
of these big banks for a big loan in the public interest you find
around that table-I know, I have been there-around that Board
of Directors, you find the Bethlehem, you find the big steel. U.S.
Steel, you find all of them and if you want to build a steel millyou have not got a chance and if you want to do other things,
nearly all those directors have interlocking directorates. They have
an interest in most any big application that goes there and you just
have not got a chance at all getting a loan for a public interest
enterprise or project of any kind.

So, we have got to change that and we have got to have some-
thing like a development bank that can make loans that cannot be
made locally by local banks, give the banks the first chance at it,
and if they do not make it, then the development bank will have
an opportunity to do it under fair conditions, and then next we
could use the pension funds. That way the people who contribute
to those funds would get more interest and it would be perfectly
safe. They would be guaranteed by the Government and that is a
great improvement over what goes on in some sections of the coun-
try now. To have that guarantee is worth a lot.

Or there is another way that we could have a source of funds.
The Federal Reserve, they issue public credit of the country. at least,
make it possible for the banks to use it, and the banks allocate it.
We could require of the Federal Reserve to make a certain amount
of loans through banks for housing.

In the little country of Mexico, just beyond the Rio Grande River,
banks down there, they make 30 percent of their loans by law to low
income groups for housing. Now, if little Mexico can do it why can
we not do it? And every central bank in the world except our own
has social responsibilities that must be considered in the use of
the Nation's credit except our own. We do not have any requirement
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at all. They are footloose and fancy free and here we are, people
are suffering for homes, they cannot get homes, they have to pay
$38,000 interest on a $20,000 home, or $58,000 in all, and wve are
just letting it go.

I do not think that is right. I think we should do something about
it. We can do something about it. And we must do something
about it. Are you giving any consideration to housing now, Mr.
Shultz?

Mr. S ULTZ. Yes. I think it is encouraging, first, that we are seeing
some decline in rates of interest which do have a bearing, as you
brought out, on what happens in housing.

Chairman PATMAN. W'ell, do you not think there is pretty little de-
cline? There is some on the short-term rates. I have not seen much
on the long-terms.

MIr. SHULTZ. It is a beginning, at least we hope so, and we have
seen what we hope is the beginning of a recovery in housing.

Chairman PATMAN. Why do you not do something effective? Roll
interest rates back.

Mr. SHTLTZ. Well, as inflation subsides, interest rates will come
down. As Chairman McCracken pointed out-

Chairman PATMAN. We wait a long time for that. We have waited
19 years. Interest rates have been going up all that time.

You are for rolling them back, are you not, Dr. McCracken?
[Laughter.]

Mr. MCCRACKEN. I am for reestablishing conditions where interest
rates will be lower.

Chairman PATMAN. Well, you never did answer my question.
[Laughter.]

In the legislature of Texas one time we had a representative who
had a favorite answer whenever he was put on the spot. He would
say, "well, in answer to that it all depends upon the fundamental
functions of the foundation of the base." [Laughter.]

So, let me ask you this question. You did not answer categorically
a while ago. Would you say interest rates now are satisfactory to
you or are they too high?

Mr. \CCRAcKEN. I think interest rates are too high, but that is
why I want to get conditions which will permit lower rates. I
would emphasize that we are now beginning to see early evidence
of a movement in that direction.

Chairman PATMAN. You are for lower rates than we now have.
Do you not think that we should have a different rate for hous-
ing since the poor homeowner cannot compete with all these big
fellows, these $27 billion banks? Do you not think that the Gov-
ernment should take upon itself to fix a rate beyond which they
shall not go for homeowners who want to buy homes for themselves
and families? Arbitrary rates, we will call it an arbitrary rate.

Mr. McCRAcKEN. WN~hich would be a rate substantially below the
market rate, of course.

Chairman PATMAN. Yes, sir. Substantially below. Say 5 percent.
It could be done. Banks have money now at 6 percent. That is not
much difference.

Mir. M\cCRAcrEN. That means that the financing of housing will
have to be done entirely through Federal agencies, through the
budget.

49-774-R-apt. 3-4
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Chairman PATMIANT. My time has expired. I will give you the
questions that I want to ask you. The clerk will give them to you
and if you will answer them when you look over your transcript it
will be appreciated.

Representative Widnall?
Representative WIDINALL. Dr. McCracken, Dr. Shultz, I would

like to ask you both the same question.
This morning's Wall Street Journal reports the Federal Reserve

has forecast that the unemployment rate will rise to 6 percent by
early 1971. Does this estimate seem reasonable to you?

I would like both of you to answer that.
Mr. MCCRACKEN. No. That estimate is too high and it certainly

ought not to be the basis for policy planning.
Representative WVIDNALL. Dr. Shultz?
Mr. SHULTZ. I second the motion. I think it is extremely difficult

to forecast unemployment rates for reasons that we discussed a
little bit earlier. Unemployment is in a sense the residual of the
movement of two very large numbers and it is difficult enough to
forecast the movement of a large number. The rate is positioned
between them and making precise forecasts for a period as long
away as that I think is a very hazardous undertaking.

Representative WIDNALL. Do you have any estimate at all as to
what you expect the unemployment rate to be by the 1st of
September?

Mr. SHULTZ. I imagine it will be somewhat as it is now. September
is not very far away. The best evidence that we have of what is
going on in between the monthly readings that we get comes from
the weekly reports on insured unemployment. This indicator has
shown pretty good stability over a period of time, with a slight
increase in the last week or so, I believe.

Representative AVIDNALL.. By that answer do you mean 4.7 percent
or something in the 5 percent area?

Mr. SHULTZ. I would say we are now somewhere in the neighbor-
hood of 5 percent or a little under. I don't put a lot of emphasis
of movements of small amounts in the rate from one month to the
next.

Representative WIDNALL. And you would expect that to be so
around September 1st?

Mr. SHULTZ. Probably. Although, as I say, this business of trying
to forecast the unemployment rate is very hazardous because pre-
cisely what is going to happen in the labor force can fool you and
that can have a big impact on the unemployment rate.

Representative WIDNALL. The same paper this morning reported
that the 1970 budget ran a deficit of $3 billion to $4 billion compared
to recent Administration estimates of $1.8 billion. Is it possible that
the 1970 budget actually ran a deficit of this magnitude?

Mr. SHIULTZ. What we know, what we feel fairly confident of now
on the basis of the figures we have, is that expenditures have been
contained within the figure that was forecast in the May estimates,
which is about the same as the original budget estimate. In the
May estimate we expressed the view based on the figures to then
that revenues would fall short of the estimate, which was the reason
for the deficit that was projected in May.
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Now, we are gathering the figures on revenues. Just what they
will show I don't know. I would reassert the point in my statement,
that these revenues will fall short of the revenues that would have
been generated in a full employment economy, and so any deficit that
may appear under these circumstances. with expenditures having been
held within the budget line, is not the kind of deficit that should
give us great concern in so far as inflationary potential is concerned.

Representative WIDNALL. Would this be due to a drop in general
revenues, or in some particular sector of the economy?

Mr. SHauTz. The principal difference, I believe, for the revision
in May was the lower than expected corporate profits. The lower
than expected revenues were principally from that score.

Representative W1DNAL . I have noticed in recent reports that
have been published within the last week that the revenues have
held up very well for most of the corporations reporting. There
have been several outstanding instances where there has been a
marked decrease in revenue. But do these reports fall in line. at all,
with what you have expected, or do they seem to be better than
you had anticipated?

Mr. SHuTLTZ. Well, I agree with you. I think some of the reports
we have seen, spot reports, this corporation and that corporation,
have suggested a somewhat better picture than people had originally
thought, but we will be in possession of more comprehensive infor-
mation in a matter of a week or so, and at that time we will be able
to make a descriptive statement of what has actually come into the
coffers.

Representative WINALL. Mr. McCracken, you mentioned the Na-
tional Commission on Productivity and the inflation alert the Presi-
dent announced in his June 17 message. Will the commission have
any material impact on productivity and labor costs over the short
run?

Mr. MCCRACKEN. I doubt that these two questions are related
because if there is an effect on productivity, it would be apt to show
up conversely in labor cost per unit of output.

It would not be reasonable to expect a short-run change but, the
cumulative effect of focusing squarely on this matter oftrying to
improve the productivity performance of the economy might well
be susbtantial over a period of time.

Representative WIDNALL. Well, do you really believe that in-
flation alerts issued after the fact can really have any impact on
wage and price decisions?

Mr. MCCRACKEN. I hope so. It certainly will focus attention. more
attention, on what is happening to prices and wages in the economy
and in this way may have some marginal effect in some cases.

Representative IVIDK-ALL. Well, wouldn't they be more effective in
marshaling public opinion if the alerts were issued when price in-
creases and wage settlements were being negotiated, rather than
after the fact?

Mr. MCCRACKEN. That raises some extremely complex problems.
There is the implication of being in the business of passing judgment
on anticipatory price changes and wage changes. There is a possi-
bility there for producing substantial perverse developments.

For example, if this is the procedure no one could handle anything
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like, anything more than a small percentage of price changes. It
further creates an incentive, in those cases where there may be
elbow room, to try to establish as high a price position as possible.

I would be very reluctant to go down that path. That comes
pretty close to being general wage and price controls.

Representative WIDNALL. What specific activity do you think the
commission should become involved in?

Mr. MCCRACKEN. You are talking about the Commission on
Productivity?

Representative WIDNALL. That is right.
Mr. MCCRACKEN. It would be worthwhile to consider what the

record of productivity changes has been in the economy in the recent
past, what kinds of things may be helpful to give the economy
generally a better performance.

I would not want to comment specifically. The commission has not
yet met. But I am sure there will be no shortage of items on the
agenda.

Representative WIDTNALL. Dr. Shultz, recently the President has
indicated his intention to live within the budget ceiling enacted by
Congress for fiscal 1971. However, this ceiling is not binding on the
Congress.

How would you suggest the Congress designate an outlay ceiling
that would restrain excessive appropriations, yet allow necessary
flexibility? Do you have any comment on that?

Mr. SHUILTZ. One method would be to be clear about the ability
of the President to allocate funds within whatever total there is to
meet a ceiling that is mutually agreed upon. There are a variety
of other methods, I am sure, that could be worked out. depending
upon the congressional procedures that you might want to adopt.

Certainly looking to the future. as we discussed here a while ago,
earlier action on appropriations would be of great benefit in this
regard, particularly if we could see what the total added up to
before the fiscal year actually started and then see whether you
wanted to take another pass at it within the Congress.

Representative WIDNALL. My time is up.
Chairman PATMAN. Senator Proxmire?
Senator PROX-MIRE. First, Mr. Shultz, to answer your rhetorical

question, you asked about the concentration in the construction
trade or in the construction industry, and in trucking.

Of course, there is no question that you have a lot of competition
in the construction industry itself; but on the labor side, the wage
rates are set in the local communities as I understand it, on a
monopolistic basis and it is here that wage guidelines, it seems to
me, could be effective.

As far as the trucking industry is concerned, as we all know, it
is the biggest union in the country, and as we all know, they set
their rates also in a local area on a monopolistic basis, concentrated
basis, and the enormous increase that they got in wages undoubtedly
is going to be reflected in inflation and higher prices.

The President didn't say a word about it. And, of course, what
I was really talking about was these concentrations in autos, in
steel, in oil, in copper, in chemicals, in drugs, in aerospace, in
shipping.
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These are the industries where you had, it is true, relative price

stability during the period when we had a demand inflation.
However, in the coming months, according to some of the fine

economists we have had, we can expect these particular industries

to be especially inflationary. That was my point.
Mr. SnULTZ. May I make one comment? You are particularly

picking out the construction industry.
Senator PrtOxMUiE. Yes.
Mr. SHULTZ. fAnd suggesting that is the area where the guidelines

should be applied. I think it is a fair statement that if there is one

industry that efforts to persuade in this manner has been singularly

ineffective, it is construction, just absolutely untouched. Of course,
the reason is as you suggest, that it is a very decentralized kind of

industry, not only fragmented on the management side, but within

the structure of the unions. It isn't a big national bargaining situa-

tion at all. It is a local area by local area bargaining situation.

Senator PROX-31m11E. Local area, it is true but, of course, in the

local area the particular union has control of the labor by and

large in that particular area. That was my point. I think you are
right.

It is very hard, it is a real challenge. I think in these other areas,

however, you have a real opportunity if wage guideposts can ever

be effective. and some studies indicate they can be under some

circumstances, now when you have no excess demand and where

you have wage-push inflation should be the time.
Mr. SHULTZ. We have an interesting example alongside of us that

I am sure we will all be watching with keen interest and that is

the Canadian efforts where they have high unemployment. They

have set a 6 percent guideline and the settlements that have come
in since-those I have seen-have been exceeding the guideline by

a very substantial margin.
Of course, the labor people refused to take part in the Canadian

effort.
Senator PROX-nI3E. Now. I would like to go back to the point that

was raised by Mr. Widnall on unemployment and this Wall Street

Journal article does indicate-it says:

The Federal Reserve Board reportedly has forecast that the jobless rate
will approximate 6 percent of the labor force by early 1971.

They also say that almost all analysts agree unemployment will

continue to climb throughout the rest of the year, and I noticed
Mr. McCracken also predicted that unemployment would climb

somewhat. He said rather modestly, but, he indicated unemployment
would rise.

Under these circumstances how do vou, Air. Shultz, support your
optimism that unemployment will not increase very much in view
of the fact that we have a productivity increase anticipated which

should absorb much of the increased production? We have labor
operating at very short hours, 37.2 hours, which is historically ex-
tremely short and, of course, rather than hire new people, the people
that work will be put to work full time.

We have indications that on a full employment surplus basis even
if we have a deficit of $5 billion or $6 billion or $7 billion in the



428

coming year on the consolidated budget basis, the fiscal effect will be
restraining on a full employment basis.

In other words, it will be hard to get back to the full employment
from the standpoint of the fiscal police. And we have every indica-
tion, as was indicated this morning, and the Federal Reserve Board
has told us repeatedly that they expect monetary policy to be mod-
erate and they expect to increase the money supply at a rate of
between 4 and 5 percent, perhaps.

Under these circumstances, where is your optimism that we are
going to be able to hold unemployment down, with the evidence
that more and more people are going to be discharged from the
military and with the evidence that we expect that the military
contracts are going to be cut back?

Air. SHULTZ. Well, first let me sav I don't intend to make a
forecast about unemployment, and I thought I rather explicitly sug-
gested that I am quite modest in my own assessment of my ability
to forecast that number.

My observation of the record of manv other people is that they
have a lot to be modest about, too. I think it is a difficult thing to
forecast well in advance.

Beyond that, it seems to me that the points that you brought out
underscore the importance of the third point in the summarv of
Chairman McCracken's testimony, and I will just read it for
emphasis:

Third, attention should now focus on the requirement for assuring that
the upturn will carry through steadily to full employment but not so rapidly
as to cause inflation to speed up once more.

But the importance now of recognizing that this is a time to be
concentrating on the expansion and to think boldly enough within
the framework of this statement to carry us back to full employ-
ment

Senator PROxxMIRE. All right. Now, to do that, would you agree
that if the forecasts of most economists and analysts developed that
unemployment rises above 5 percent, would you feel that a deficit
in the consolidated budget might be acceptable, in fact, might be
useful ?

Mr. SHULTZ. I think in my testimony, in the President's state-
ment, he suggested that a deficit that arises from a shortfall in
revenue below the full employment revenue, as long as we are
holding expenditures in reasonable check, is not the kind of deficit
that produces major inflationary pressures as contrasted with the
sort of deficit that arises when vou are basically shooting vour
expenditures over the full employment revenue.

Senator PROX-31IE. I hope Vou have a talk with your deputy.
Mr. Weinberger, because I understand that he is in a position of
power and authority in the Budget Bureau now. He is under vour
supervision. But he said, and I quote:

At a meeting with newsmen yesterday Weinberger was asked if he agreed
with those economists who have argued that a deficit next year would beuseful in combating the rise in unemployment and preventing a serious
recession.

"I am familiar with that theory," he replied, "but I do not agree with It.
I don't think a deficit benefits anyone. It may work for a year or two, but inthree or four or five years you really pay the piper."
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Many of us were alarmed by that because this seems to be an
argument that under no circumstances would this man who has
great authority under von in the Budget Bureau, would lie tolerate
iscal policy vwhich wouild be stimulative.

MIr. SITULTZ. Well, I think the really refreshing thing about work-
ing with Mir. WIeinberger is the zeal thlat he has to trv to do something
about this tremendous momentum oln the expenditlure side. And
that is what he is concentrating on and I reallv believe he can do
something about it.

Senator PROXMAFTRE. Well, I don't disagree with that zeal. but I
think we ought to be aware of the economic implications. We can
dig ourselves a very deep grave. You, as a very competent economist,
I am sure fully appreciate that.

Mir. SHiuLTz. Well, I think the President's statement is quite clear
Onl this point.

Senator PROX.IIRE. T.What specific plans does the administration
have to find jobs for the million men whom Secretary Laird said
are going to be discharged from the military and the hundreds of
thousands we expect to be laid off in defense plants. Do you have
any plans at all?

AIr. SIi-iIrnLTz. Certainly.
Senator PROxiiRrE. *What are they?
Mir. SHTULTZ. From the first day of the administration there has

been a group working on the transition awav from a war economy.
Herb Stein. a member of the Council of Economic Advisers, has
been the Chairman of that group. I would classify the ways of
dealing with this problem in three headings.

First-and of greatest importance-is the maintenance of a
healthy economy. Transitions are easy to make. relatively. when
you have a demand for labor and we have a healthy growving
economy. That is what we are striving for.

Senator PROXMLf IRE. On1 the first point, you don't seem to resist
the notion that many economic analysts expect us to have increasing
unemployment over the next several months: Now. is that a healthy
economy to handle the people who are being discharged from the
military, provide jobs for them?

MIr. Sy-iuTrz. We are in the midst, as I think our statements have
tried to bring out. of a twofold transition.

One of the transitions is away from a wartime type economy to
a more peacetime economy and that does involve not only releases
from the military but releases of Government employees and re-
leases of private employees who are working under contract to the
military. I expect this number over, say, a 21/2 -year period, if we go
back to the beginning of 1969 to amount to something oln the order
of 2 million. So that is a big thing to work oln. The second is a tran-
sition from an overheated, inflationary economy through a mild
Slowing to one in which there is stable, noninflationary growth.

Andl we have both these things going on, at the same time.
Now. I think this again highlights the importance of thinking

boldly about the kind of expansion that we want as Chairman M c-
Cracken brought out. There are two other things

Senlator PROX3MTRE. Yes, go ahead.
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Mr. SHULTZ. Twvo other things to concentrate on are, one, the un-
employment insurance and Manpower Training Act types of adjust-
ment mechanisms that are important to build into the system.

And then second, and Secretary Hodgson I am sure will talk
about this more tomorrow, are explicit devices working between the
Labor Department, say, and the Defense Department on program-
ing just where are these releases of personnel going to take place
and when and then designing explicit employment programs for the
incidents as you see them unfolding.

Senator PRox-xrnu. Well, we certainly want to get those details
because I haven't seen anything like that before from Mr. Stein or
anyone else.

The other question I want to ask is, we have the shocking, shame-
ful fact that 8.7 percent of the blacks are unemployed and in some
cases it is much higher. for teenagers, et cetera. You are very much
aware of that.

Mr. SI-iuLTz. Certainly.
Senator PROxiAiE. *What plans or programs is the administration

pushing to overcome that serious shortcoming?
Mr. SiiuLTZ. Directly on the employment side are the efforts for

affirmative action for equal employment opportunities, which we
have been working on within the administration with great vigor.
I would say that on the employment side this is a principal matter.

The unemployment among blacks, of course, again highlights the
importance of a healthy, strong economy. They are affected like all
others are when unemployment increases. There has been some en-
couragement although I don't think this is-

Senator PrOXMIIRE. As a mater of fact, they are a lot worse than
others are, aren't they?

Mr. SHuLTZ. Well, no.
Senator PROXNIME. Our increase in unemployment?
Mr. SrULTZ. No. I think some recent evidence has been to the

contrary, that for a while the employment picture was moving a
little better for blacks than for the balance of the population. I
don't think that is holding right now, but it isn't worse than it
has been historically.

Senator PROXTIIRE (presiding). My time is up.
Senator Percv?
Senator PERCY. Dr. McCracken, is my recollection correct that

the Federal deficit that accrued in the first 8 years of the 1960's
was in the approximate area of about $60 billion?

Mr. McCRACKEN. Yes. I think that is about correct.
Senator PERCY. How much of our present difficulty, high interest

costs and inflation is a direct result of that deficit? How much of
the present problems that you face day by day are direct results
of our inability and unwillingness to pay for our governmental
costs as we went along in the 1960's?

Mr. MCCRACKEN. A very substantial part of our problem now has
its roots back at that time, but I would center it specifically in the
period beginning about early 1966.

Generally speaking, the management of the expansion in business
activities for a period in the early 1960's was quite good. As I in-
dicated in my testimony, it is true that this was the mildest of the
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postwar recessions. Even so, 4 years later we still had 5 percent
unemployment.

Nonetheless, the first half of the 1960's worked out fairly well.
The basic problem came along in 1966 when a decision was made

to accelerate substantially both defense and nondefense expenditures
and to not face up to the revenue requirement. The result was that
by fiscal year 1968 we had a $25 billion deficit in an economy not
only fully employed but one with severe demand pressures. That
is whv I would underscore the language in the President's state-
ment Saturday.

Senator PERCY. Basically the decision, and I recall the phrasing
was that we can have both guns and butter.

We are now paying that price for that basic policy decision. I am,
therefore, not alarmed at all by Mr. Weinberger's statement. I think
what he said is absolutely correct. We will pay the price eventually
and eventually is right now. We are paying a very bitter price, and
you can't talk about unemployment as it affects this administration
without going into why we have the conditions that we have now,
which are a result of policies several years ago.

Is it true that the great difficulty we are facing in the housing
field is also a direct result of the pressure on debt financing, turn-
over of that debt, and driving interest costs up which then directly
affects housing almost dollar for dollar in the deficit?

Mr. MCCRACKEN. Yes. The deficits directly took money out of the
savings stream and indirectly the inflation that was set off got
wrapped into interest rates.

Senator PERCY. Mr. Shultz, I have suggested several times that
we go to a calendar year for the budget, not that it makes an awful
lot of sense other than the psychology of it. I don't know how the
administration operates when month after month we have continu-
ing resolutions and no agency or department knows what it has got
really for the new year and they are 5, 6, or 7 months into the new
year without their budget yet approved.

Psychologically I seem to feel that if we said Congress won't go
home for Christmas unless it has an approved budget we would get
a budget. Wouldn't it be worth making an extraordinary effort to
change from a fiscal year to a calendar year if only for that reason,
because I think it costs tens of millions of dollars to operate as
ineffectively and inefficiently as we do now.

Mr. SHiULTZ. I agree completely that the situation where we don't
have our appropriations until well into the fiscal year means that
we don't spend our money as effectively as we could.

So this is a big management point, you might say, as well as a
budget point. If moving the timing of the fiscal year would really
help matters, that would be great. Whether it would really help
matters, however, I don't know, but I think it is an idea well worth
exploring.

Senator PERCY. On the question of a revised figure for the 1971
budget, if we got a revised figure in May. which is 3 months after
the February initial figure is it reasonable to expect that we could
expect a new revision in August? Can we expect a revised figure
sometime within the next 30 days?
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Mr. SHULTZ. We should know more about the outcome of the
appropriations process by then. We will know what the 1970 results
are and this will give us some guidance in estimating revenues for
1971 and reestimating back. Assuming that we have a. substantial
increment of new information to go on, then it would be worthwhile
making a new estimate.

If we still have all the major uncertainties that we have now, then
we really aren't any better off then we are now.

Senator PERCY. I presume that you are making estimates all the
time, as you go along.

Mr. SIr-uLTz. Sure.
Senator PERCY. Could you share those with us within the next 30

days, then, as to what at least your own guess is?
Mr. ShIuLTz. Well, we could certainly share them where what we

are estimating is our idea of, for example, what interest on the debt
is going0 to cost, and whether or not that piece of the budget has
changed, or unemployment compensation payments, and so on.

When it comes to guessing about whether the Congress will ap-
propriate this much or that much, or some other amount, then our
guess is certainly no better than yours, or as good.

Senator PERCY. Well, I am sympathetic with the problems. It
would just help us a great deal if we could have your best estimate
in looking for added revenue in the fiscal 1972 budget.

Our agreement with NATO countries for balance-of-payments
offsets and loans ends June 30. 1971. Secretary Laird has recently
said, according to the Washington Post, that if they do not burden-
share in Europe, we will probably have to reduce our troop level. Is
this a firm administration stand? Do you feel that it is now fair and
equitable that NATO countries burden-share with us, taking into
account the great pressure on our domestic budget?

Ml. SHULTZ. I think I should defer an answer on that to Secretary
Laird.

Senator PERCY. All right. Could you describe what role, in your
judgment, "jawboning" might play today? I know you don't like
the phrase and I don't think it is particularly effective, but what is
the role of the President today, with the inflation problem that we
have. to put the moral force of the Presidency, and there is no
office that can compare with it for moral force, behind management
to not ask for unreasonable price rises and labor to not demand un-
reasonable wage increases?

We have so many big contracts up now. Will the President assume
a relatively active role in this area of moral persuasion, taking into
account the key factor, and I believe he is absolutely right, that he
wants to stay away from price and wage controls?

Mr SHULTZ. Well, I think we have outlined steps that have been
taken and are being put into play-the Purchasing and Regulations
Review Board, the Inflation Alert, the Productivity Commission,
and what these various units are to do. I think a principal obliga-
tion that the President feels on this, however, is to be sure that the
fundamentals of our problem don't get out of sight and out of hand.
One of the great dangers, I think, is that people get the idea that
somehow through some form of jawboning or exhortation we can
solve our inflation problem and therefore we don't have to worry
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about expenditures or revenues any more. I can't help but feel that
just that trap may have had something to do with whlat happened
in 1967 and 1968.

Senator PERCY. *11h1en I listen to some of the trade associations
talk about their import problems, I get the feeling of the United
States being a helpless giant. I see. according to your figures, we
are going to have a trade surplus of $3.8 billion in 1970 which is
a very healthy trade position. Yet I hear all of the problems of
quotas and tariffs and I am one of the few Senators not on a quota
bill in the Senate. There are 80, I think, that are on quota bills.

Do vou think it would be disastrous for us, with this strength
that wve show, for us to now start imposing absolute quotas on a
series of products when we know we will be retaliated against by
other countries, and they are more ingenious than we are in re-
stricting trade?

I feel we have got to put a lot of pressure on foreign countries to
get them to ease their restrictions but won't it really hurt our ef-
forts if we start imposing restrictions as if we are a developing
nation?

Mr. S-IIULrz. Yes, I am in complete agreement with that point
of view.

Senator PERCY. Does that apply to textiles and shoes?
Mr. SHuLTZ. Well, as far as textiles are concerned, the administra-

tion has been trying to negotiate a voluntary agreement but that
effort has not as yet been successful. There was reluctant support for
a form of textile quotas, a form that in a manner that we hope might
lead to a voluntary agreement. Beyond that, and so far as quotas
are concerned, there was no Administration support for any of those
moves.

Senator PERCY. Well, I commend the administration on trying to
negotiate a voluntary agreement with Japan. I certainly have tried
to warn Japan as a friend of freer trade that unless it does be-
come realistic about the voluntary restraints, that they are going
to get a compulsory one, much as I dislike it.

My time is up. Could I have 30 seconds to just comment on Chair-
main Patman's comments on housing?

Because of our deep interest in housing, and I am sorry Mir.
Patman had to leave, but I do feel that this country has provided
different interest rates for housing. The administration's proposals
for subsidized interest costs, the banking and currency committees
of both the Senate and House have prepared revolutionary interest
reductions down to 1 percent for low-income families, and now
middle-income families frozen at 7 percent.

I would think it would be a great deal better to do it that way
where von can see what the cost is, rather than forcing the banks
and having us tell them ,what to invest their monev in unless we are
willing to guarantee millions of depositors that no matter what
happens in the economy, we will furnish the cash in case thev can't
get the liquidity required when 35 percent of their money is tied up
in housing.

So I think the suggestion-
Representative BROWN. Would you yield oln that point?
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Senator PERCY. I would be happy to yield but I think the Chair-
man's suggestion would be disastrous so far as the free market is
concerned. I think we found in the Congress a much better solution
and he is on the very committee that helped find that solution.

Senator PROXMIRE. Congressman Brown has the floor.
Representative BROWN. I just wondered, Mr. McCracken, if it

would be possible to calculate a real interest cost in the housing field
in the United States today, an average current interest rate for
housing, considering all the subsidized housing and other efforts.

Air. MCCRACKEN. Yes.
Representative BROWN. I don't ask you to respond to that at this

moment, but if it is possible to come up with that figure, it would
be interesting, I think.

Mr. Shultz, let me, if I may, just pursue the point that I was
discussing with you earlier. It seems to me that where Congressional
appropriations in excess of income give the Executive two ranges
of choice for his spending prerogative, you might call those two
choices the inflationary option or the changing priorities option. The
inflationary option would see the Executive free to spend all the
appropriations made by Congress and run a deficit.

The changing priorities option would see the President required
by his own restrictions to live within his own income and spend under
the appropriations, but do so as he sees fit, full spending in one
area, that is, full appropriations spending in one area, less than
the full appropriation expenditure in another.

Now, without asking you to commit to a future course of action,
would you concur in that range of choices that might exist for the
President of the United States?

Mr. SHULTZ. Yes.
Representative BROWN.- Well, either way is an abandonment of

the responsibility of the Congress, isn't it? One is the abandonment
of the responsibility of the Congress to try to control inflation and
the other is abandonment of our responsibility to try to set the priori-
ties pattern of this country, is it not? Maybe that is a rhetorical
question.

What problems are presented for you, Mr. Shultz, or do you think
will be presented with reference to your operation of the office of
management and budget by the failure of Congress to act on ap-
propriations in timely fashion prior to the commencement of the fiscal
year?

Mr. SHTLTZ. There are two types of problems that we get into.
We talked about both of them here. One is the difficulty of seeing, as
you start the year, what the budget process is adding up to and
therefore, the difficulty of being able to deal with the economic
aggregates in a good policy way. The other one goes more to the
management of the use of these funds. When you have no good
time horizon for the expenditure of the funds, you are going along
from time period to time period on a continuing resolution, you
can't manage the funds as effectively as when you know that for the
year you have these funds available to you.

Representative BROWN. In fact, this leads to that hurry-up ex-
penditure at the end of the year, hurry-up shipping at the end of
the month that you were discussing, does it not?
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AIr. SiULTZ. Yes, it does.
Representative BROWN. And further creates a considerable prob-

lem at the local community level, which we tried to take care of

by unusual procedures in 'the education appropriation this year,
where local communities did not know when they must begin their

expenditures and what kinds of assistance they are going to get
from the Federal level.

Mr. SruLTz. That is correct. I think the move to break out the

education budget and try to get it done, at least that much done
early, is a constructive thing to have done.

Representative BROWN. I would dare say that every other segment
of the economy is going to want to be removed from the general
appropriations procedure so they can find out what is going on in
their area.

Mr. SHuLTZ. Certainly the major problem to be solved is getting
this process concluded earlier.

Representative BROWN. A most impressive part of your statement
is where you indicate, and I think establish by statistical evidence,
that the priorities in this country have changed. You note the defense
expenditures have dropped from 45 percent of the total budget in

1968 to 36.6 percent in 1971 and that social expenditures have gone
up from 32 percent to 41 percent in that same time frame. I am
interested, however, in the fact that in order to get even the 32

percent of the Federal budget in social expenditures in 1968, the
1968 budget ran at a considerable deficit, did it not?

Mr. Smi'LTz. Yes, it did.
Representative BROWN. Well, now-
Mr. SHnuLTZ. This is a tabulation of the proportions in relation-

ship to the total expenditures.
Representative BROWN. To the total Federal expenditures.
Mr. SHuILTZ. Right.
Representative BROWN. And not to a balanced budget; isn't that

correct?
Mr. SHULTZ. That is correct.
Representative BROWN. In other words, these are percentages of

total Federal expenditures and not percentage of gross national
product or anything like that.

Mr. SHULTZ. Well, we do have a statement of percentage of gross

national product as well, just to develop that point. That is, I

think, something you can do properly when you are talking about

defense expenditures since the Government is the defense agency, but

when it comes to human resource programs these are spread through-

out the economy and it is little more difficult to justify an estimate

in proportion to GNP.
Representative BROWN. And the 41 percent for social expenditures

deals with a balanced budget?
Mr. SHuLTz. This is a tabulation of the President's 1971 budget

expenditures.
Representative BROWN. AS it was presented in a closely balanced

budget, is that correct?
Mr. SniuLrz. Well, that is correct. It is the 1971 budget as we now

see it-as the May estimate suggested is slightly in deficit.
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Representative BROWN. So in effect, if that budget becomes heavily
in deficit it is possible that the 41 percent for social expenditures
could be even higher.

Hr. SHULTZ. I am not sure I am following your
Representative BROWNT. Total social expenditures could run even

heavier both in terms of percent of total expenditures and total
spending for social programs.

Mr. SiiTuZ. Well, if that is where the additional appropriations
come from, that is right.

Representative BROWN. Where does the priority of a balanced
budget fit into the shifting priorities from defense expenditures to
social expenditures in this administration? Would you comment on
that?

TAir. SuIuiTz. The priority is very strong and is related to the
problem that we have inherited and that we are trying to deal with,
namely, doing something about inflation and getting the economy
back into a healthy and expanding condition. *Wre have at the same
time-the President has stated that this doesn't mean that under
any and all circumstances and times that we should be shooting
for a balanced budget.

Representative BROWN. If the President has those two preroga-
tives-the inflationary prerogative (accepting congressional over-
appropriating) or the reordering of priorities (cutting congressional
appropriations to stay within the budget) the President has some
latitude in which to operate.

-Mr. MCCRACKEN. I think there has been another consideration
which is worth introducing here and that is that when you move
into the kind of situation such as we had 2 or 3 years ago with an
enormous deficit in the budget, then it also has consequences for
the allocation of the economy's total resources. Clearly the 1968
deficit, for example, began to set in motion developments which were
destined to have very adverse consequences for the percentage of
our total economic resources that we would allocate to housing and
state and local spending.

Representative BROWN. Well, further than that, as Senator Percy
has pointed out, it also has grievous social disadvantages because
the problem of that excessive deficit, which resulted from the in-
crease in social expenditures beyond income, has created our current
unemployment, isn't that correct?

Mr. MCCRACKEN. Yes. I just wanted to emphasize that this kind
of thing can have allocative implications which go beyond the
Federal Budget itself and have very important spillover effects in
the economy.

Representative BROWN. The effects go beyond the time in which
those budget deficits existed; going into debt to reduce poverty
has created a lot of poverty for a great number of people who are-
not working today; isn't that about correct?

M ANr. MCCRACKEN. That is about correct.
Representative BROW-N. Let me ask you: What effect will the Tax

Reform Act of 1969 have on new and old spending programs? Can
the Federal Government avoid a liquidity crisis as Federal revenue-
will be reduced by the act? We are worrying about the possibility
of other people being subject to a liquidity crisis in the future;.
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what about the possibility of a liquidity crisis in the Federal Gov-
ernment?

Mr. SHULTZ. The basic point we come back to is to ask what
revenue will the tax system that we have in place produce under
full employment conditions? Arid the basic guideline that the
President has laid down is that we should under no circumstances
spend a greater amount than that.

Now, that isn't to say that we should be spending that amount
necessarily but that we should never exceed that amount.

Representative BROWN-. Let me go back to Mr. McCrackeen with a
concluding question.

If we assume, and I do not, that all the benefits and problems
which we face todav are a direct result of this administration's
efforts, and examine the status of the economy after the first 18
months of this administration, we still see the improvement of the
amount of funds available to the housing industry.

Mir. MCCRACKEN. Right.
Representative BuowN. Do vou claim credit for that social ad-

vantage as a result of administration policies?
Mr. MCCRAC1EEN. Certainly. [Laughter.]
Senator PROXMIRE. Could I ask-first let me make a statement:
In response to distinguished Senator from Illinois who said,

No. 1, that he thought Caspar Weinberger was absolutely right in
saying that we should not have deficits, I think it is a question of
what we are talking about. I think Mr. Weinberger could well be
right if he is talking about 1968; if he is talking about 1967 or
1966 when we had unemployment below 4 percent, and substantial
deficits during that period, including 1 year of a $25 billion deficit,
a complete mistake almost all economists would agree, but would
you agree, for example, in 1960 when we had 51/2 percent unemploy-
ment and ran a surplus, that that was a wise economic policy,
Mr. McCracken?

Mr. MCCRACKEN. No, Mr. Chairman, I would not. And I think
I would be able to document that I was making that kind of state-
ment at that time.

The full employment surplus at that point would have been so
large that it would have been part of the fiscal drag on the
recovery.

Senator PROX3I1RE. That is exactly my point, that you have to
have some degree of selectivity here and recognize there are times
when, of course, we ought to run a surplus. It does restrain inflation.

There are other times when a surplus can be very bad for the
economy and increase unemployment.

Mr. MCGRACK1EN7. May I just say that that is quite explicit in the
President's statement on Saturday.

Senator PROCMURE. Right.
Mr. SHULTZ. Mr. Chairman, if I could just insert a comment, I

think that what is worrying Mr. Weinberger comes from looking
back over our shoulders at 1967 and 196S and then looking not only
at 1971 but at 1972, the 1972 budget that we are working on. and
seeing the momentum that is developing here.

Senator PROXMIRE. Well, I agree that when the Federal Reserve
Board predicts 6 percent unemployment and when many analysts



438

predict it is going to go beyond 5 percent and every independent
witness we have had has estimated increasing unemployment, to
have a man in MIr. Weinberger's position saying he is against deficits
pretty much, period, including the upcoming years 1971 and 1972,
that could be very damaging for our economic policy. It could mean
hundreds of thousands of additional Americans out of work.

MIr. SHULTZ. It could be terribly damaging also if in 1972 what
is developed is a budget that shows expenditures far in excess of the
revenues that were produced at full employment.

Senator PROXIIIRE. I agree with that.
Mr. SHULTZ. I can tell You it is so easy to have these expenditures

go up; it is incredible the momentum that seems to be here.
Senator PRoxxiniRE. The only point I would like to make, the dis-

tinguished Senator from Illinois also raised the point of interest and
housing and I think he is right, the 1968 act in which both he and I
had a part in drafting, is helpful in providing some subsidized
interest rates, getting at housing that way.

But the fact is that in the coming year, the pitiful housing starts,
we have 1.3 million when eve should have 2.6 million, only a relatively
few will be helped by direct Government subsidy policy.

I don't think he or anybody proposes that we could get anything
like 2.6 million housing starts by the Government route without,
of course, an enormous increase in spending.

Now, let me ask you also about this reassuring answer you gave
us on providing jobs for the large number of people who are being
discharged from the military.

Mir. Stein indicated to us he is not even going to make a public
report on reconversion policv. We can't get anything out of him
and he, as you say, is the chairman of that committee as to what
plans, specific plans the administration really has, generalities about
how they are going to try to do this and that in general, but there
is nothing specific about how they are going to put people to work
and what concerns me is when you put that together with the fact
that you also gave us a generalized response on providing jobs for
black people who are out of work at such a very high rate and the
administration doesn't seem to be really pushing hard for the
family assistance program which is a very constructive proposal
by President Nixon-

Mfr. SHULTZ. It is hard for me to see how you could possibly say
that the administration is not pushing hard for the family assist-
ance plan. It has been talked about and talked up and worked on.
Tremendous amounts of time have been spent on it. I know. I have
been involved. I am spending a lot of that time myself, land there
is a very strong push for that program.

Senator PROX3IIRE. Well, have you been working on members of
the Senate?

Air. SHmLTZ. Yes.
Senator PRoxiMIiRE. Nobody has called at my door or rung my bell.
AIr. SHULTZ. Well, we have been working. We are working with

the Senate Finance Committee at the moment. That is where the
hearings are.

Senator PROXMIRE. At any rate, you intend to press hard for that
and you-
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Mr. SHULTZ. Not only intend to, we have been and are.
Senator PROXMIRE (continuing). Anticipate that that program

wvill be of what dimensions in terms of the minimum income for a
familv of four?

Mr. SHULTZ. The structure of the family assistance plan has a
floor of $1,600. We are talking about a family of four.

Senator PROXIMLIRE. Plus food stamps.
Mr. SUuLTZ. Then food stamps are added to that and it brings

the total, I believe, to $2,460. That may be off by $20, I am not sure
about that.

Then, beyond that there is a disregard of earnings of $720. That
is. a person can earn that much money without having any reduction
in the family assistance payments, and then after that there is a
reduction at a marginal rate of 50 percent oln the family assistance
payments.

Senator PitoxmirE. 1-ave you computed what this will cost if un-
employment is as high as the Federal Reserve Board estimates, 6
percent?

Mr. SHULTZ. Well, we have made estimates of the cost of the
program in its hoped-for first year of operation which would start
with the next fiscal year, and I doid't want--

Senator PROXAIIRE. Yes. An estimate I have seen was when un-
employment was around 4 percent or less and at that point I recall,
and this was without food stamps, the cost would be around $4
billion. With food stamps and with unemployment 50 percent higher,
it w"could be, I would think, a great deal more than that, would it not?

Mr. SHULTZ. Well, you have to remember that when unemployment
rises as a result of people being laid off, let's say that that is going
onl-I am not predicting that, but just saying suppose that were
true-those people are drawing unemployment insurance, so that
we have to remember that that is taking up some of the income
maintenance job.

Senator PROXMIRE. Only some. Also a lot of people can't find jobs.
who are looking for jobs, particularly the poorer people and the
people who are coming into the labor force, and those who are
-working in some u ncovered jobs, too, would be undoubtedly affected,
and they would be the ones.

Mr. SHULZ. That is certainly the case. I just wanted to point out,
however, that not all of the income maintenance load is carried by
the family assistance plan. Some is carried by other income mainte-
nance programs.

Senator PnOXMrnME. But you fully expect that some will go into-
you are budgeting that. Can you tell us what you are budgeting
that program at now, your present estimate for the budget for 1971?

Ml. SHULTZ. Well, wve have that number. In 1970, fiscal 1971, of
course, the program would not be operative. It would be operative
beginning with the next fiscal year.

Senator PROX-3TRE. I didn't realize that.
Mr. SHULTZ. This would be preparatory money.
Senator PRox-LNuRE. So we wouldn't get any of the family assist-

ance program in fiscal 1971. For the next year we can't count on
that as a help for those out of work or-

4')-774-7b--pt. 3 v}
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Air. SHuLTZ. WVell, we can count on it if the Congress will proceed
and do what the President has asked.

Senator PROX2MIRE. No, no. You just told me this wouldn't go
into effect until J'uly 1, 1971; is that correct?

Mr. SIi-uLTz. Correct.
Senator PROXMITRE. Then for the next year you can't count on it.
AIr. SiiTuLTZ. We are in that year right now-, that is right. The

money that is in the budget for it is essentially planning money
and, of course, we are also gaining experience that will be helpful
in this through the operation of the WIN program Which we are
working on very hard.

Senator PROX311RE. Mr. McCracken. we have been after you on
this committee for a long, long time, and I don't want to let you get
away without asking you once again, will you please in Your annual
report coming up in January give us an analysis of the impact of
defense spending on the economy, the impact, No. 1, on inflation;
the impact, No. 2, on jobs; the impact especially now that we expect
a cutback, the effects of that on the economy.

We got two pages out of the previous Coiuncil of Economic Ad-
visers in 1969 and we got nothing at all out of your Council this
time. Manv of us feel it is a very important element in the
economy. It is one over which the Federal Government does have
control. I do hope you will give us a substantial analysis, and I
mean a full chapter on this.

Mr. MCCRACKEN. I shall certainly try to do better than we did
last time, or even better than the last Council. Seriously, we will
certainly do our best.

Senator PROXMIRE. I appreciate that very much because it would
be most useful to us.

Any further questions, gentlemen?
Senator Perev?
Senator PERCY. You asked that so hopefully.
Senator PROx-,IRE. No, no.
Senator PERCY. I have just a few questions and I would like to

make this comment: I spent the weekend with a bunch of investment
bankers and Wall Street people who spent the weekend in their
favorite sport, maligning the administration's fiscal and monetary
policy.

I tried to convince them they have been living on marijuana for
quite a few years and the things that are being done are tough and
Lard decisions that this administration has faced, but I think basi-
cally and essentially it has been right and will benefit from it for a
long time to come. We are paying for the excesses of the past.

I pointed out what was trying to be done in cutting defense
spending and getting away from the concept that we have to have
the capability to wage two and a half wars simultaneously, which
has been ingrained in us for years. We are trying to cut back a
million men out of the Armed Forces, to cut the Space Agency.
the administration is working toward a voluntary Army. That is
going to cost us, but it will get the essence of voluntary selection
for a life's work. This administration has done more than any
previous administration ever in food programs for hungry Ameri-
cans. It is trying to get a sensible farm program right now. It is
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closing bases, military bases, all over the country and part of them
in my State.

I know the outcry. We all want economy except when it comes
to our district or our home State, but I support generally what they
have done there. I think we shouldn't let this day go by without
expressing first, our gratitude to you for the time you put into
preparing your testimony, and I know that each one of us will
try to make our time as useful as possible to work on the problems
that we face.

I would like to ask questions on a couple of specific cases. Dr.
McCracken, you mentioned that the high cost of construction is the
result of arbitrary limitations placed on the hiring of minorities
by construction unions. This administration again has done far more
than ever before to try to bust that program.

The Philadelphia plan of Mr. Shultz has been effective. I sup-
ported it. I am sure our chairman did.

What progress is being made now in that industry to break those
restrictions, Dr. Shultz, and open. up employmen't to all Americans
and then remove this monopoly that unions have had for establish-
ing wage increases regardless of productivity increases?

Mr. SHULTZ. First of all, in Philadelphia, under the Philadelphia
plan, there have been people hired on Government contracts that,
so far as we can determine, would probably not have been hired
were it not for that plan. There are some contractors who have
not lived up to a good faith effort as we see it, and they have been
called on that. We are working on that aspect of the plan.

From the start of the effort with the construction industry-and
I might say we started from scratch: there was no program here
at all when we started-we have tried to emphasize the importance
of area-wide voluntary agreements as a preferable route to go.
That is a preferable route, first, because it includes all construction,
not just federally-supported construction, and second, because if it
is a voluntary expression, it implies a commitment on the part of
those who have agreed to it to carry forward.

Now, there have been some cities where we have voluntary agree-
ments. Boston is one. In Chicago there is one. In Pittsburgh there
is one, and so on. Beyond that we have found that we can work with
some of the construction unions. Contracts have been signed by now
with the plumbers' union and with the iron workers' union for special
jourinevman trainee programs. This is something that didn't exist
before-and is a definite advance.

So, in a number of ways we feel we are getting a response from
the industry and from the unions and trying, on the one hand, to
be firm about the Federal responsibility under the executive order
and, on the other hand, to say we don't want to use enforcement
powers as the way to do this if we can help it. We want to work
along in the spirit of voluntarism with you, and people are re-
sponding to that. I think that we are in movement.

It is not an easv area to work in. It is a very difficult area, but,
at any rate, we have some motion going on, and some progress is
being made.

Senator PERCY. The minority has additional questions but in the
interest of time, Mr. Chairman, I would like to submit those for
the record so that they can be answered.
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(The following answers were subseqen1tyV supplied for the record
by Mr. McCracken:)

PAUL W. MCCRACKEN'S REPLIES TO THE QUESTIONS POSED BY MINORITY MEMBERS

Question 1. Former CEA Chairman Arthur Okun estimated in June that
the full employment budget surplus would total nearly $19 billion for the final
6 months of the current fiscal year and $14 billion for the year as a whole.
Do you subscribe to this unusually large estimate of full employment surplus?
Could you provide us with alternative estimates for both halves of fiscal
1971? Is it your belief that the Federal budget during the current fiscal year
will be significantly destabilizing as it shifts from ease to substantial restraint?

Answer. The table below compares estimates of the full employment budget
surplus for the two halves of FY 1971 as made by Dr. Okun and as made by
the CEA on the basis of the May 1970 budget review. The CEA surplus figures
are about $5 billion lower than Okun's in each half (annual rates) mainly
because of a difference in the estimated expenditures. However, both the Okun
estimate and the CEA estimate show a change of about $7 billion in the rate
of surplus between the first and second halves of FY 1971.

It would be preferable from the standpoint of economic stability if changes
of this magnitude in the full-employment surplus could be avoided. However,
this is difficult to achieve when a number of large changes, such as tax or
social security revisions, occur on a schedule which is dictated by other con-
siderations. It may be especially difficult to reconcile smoothness in the
short-term movement of the full-employment surplus with longer-run objectives.
For example, a critical problem of budget policy today is to hold down FY
1972 expenditures relative to full employment revenues, and this complicates
the problem of smoothing out the two halves of FY 1971.

In any case, short-run variations, even half-year variations, in the size of
the full-employment surplus should not be taken too literally as variations
in the economic impact of the budget. As we look at the forces at work in
the economy, and at other policy instruments, we do not believe that the
projected change in the full-employment surplus would, if realized, prevent
movement of the economy along the path to full employment.

FULL EMPLOYMENT RECEIPTS AND EXPENDITURES

[Billions of dollars, annual rates, as estimated by Arthur Okun and by CEAl

Fiscal Year 1971

Ist half 2d half Year

Okun receipts -213.1 223.9 1217.5
CEA receipts --------------------------- 212.7 223.4 218.1
Okun expenditures -201. 7 205. 2 203. 5
CEA expenditures 2 -206.4 210. 2 208.3
Okun surplus - 11.4 18.7 14.0
CEA surplus -6.3 13.2 9.8

l There is a special treatment of the social security rate increase in Okun's fiscal year average.
2 Unified budget of 205.6 as presented in the May Budget Review.

Question 2. Your analysis of the U.S. balance of payments situation paints an
optimistic picture of our current accounts and a pessimistic one of your
capital accounts. What do these developments imply for our policy choices in
the months ahead? Do they imply the relative unimportance of trying to
push ahead with liberalizing the exchange rate adjustment process (which
would affect primarily the current account) ? Do they imply that we should
strive to maintain a high interest rate structure, in order to attract and main-
tain investment capital here? Do they imply that it is almost impossible to
control capital accounts and maintain various domestic economic objectives
(e.g., low interest rates) at the same time?

Answer. As monetary conditions in the United States ease relative to those
abroad, we would expect a reversal of the unusually large inflows of capital
which occurred during 1969, and this is in fact occurring. This temporary
result of the disinflationary policies being pursued by the United States had
been anticipated both here and abroad, and does not represent a threat to the
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stability of the dollar and the international monetary system. W%%hat is impor-

tant in this regard is that our current account continue to strengthen so that

the ability of the United States to finance its international payments on a

sound long-term basis is not in question. Ending domestic inflation is of course

crucial to our attaining a strong balance of payments position.
There is considerable question in our minds whether deliberately maintain-

ing a high interest rate structure would help in obtaining this balance of

payments objective, even apart from the adverse domestic repercussions which

such a policy would have. This is because of the high interest costs which

such a policy would entail. With our international short-term liabilities of

over $40 billion, a one percentage increase in U.S. short-term interest rates.

increases our annual interest payments to foreigners by $0.4 billion. Even after

taking into account that the interest receipts on our short-term claims would

generally also rise as a result of higher domestic interest rates, a net cost

of roughly $0.3 billion per year would result. And with a "permanent" high-

interest rate policy, these payments would be a continuing item in the balance

of payments each year, whereas most of the balance of payments improve-

ment due to high interest rates would be only temporary, resulting from the

reallocation of capital in response to a change in interest incentives. The

cnapital inflows which would be attracted on a continuing basis as a result

of high interest rates would be much smaller than this initial stock adjust-

ment Thus, we do not think that attempting to keep domestic interests rates

at high levels is an appropriate or useful balance of payments policy.

Our optimism over improvements in our current account over the near term

future does not imply that it is unimportant to push ahead with liberalizing

the process of exchange rate adjustment. While we would expect that im-

provements in the process of exchange rate adjustment should help to mitigate

the "devaluation bias" of the international monetary system which has

hindered the U.S. in maintaining a strong balance of payments position, the

major benefits to be expected from such improvements are not those which

might be of direct help in improving the U.S. balance of payments. They

would be rather in an overall strengthening of the stability and efficiency of

lhe international monetary system. For instance, if exchange rates could be

kept closer to their equilibrium values by prompter exchange-rate adjust-

ments, the major source of the severe speculative strains which have plagued

the international monetary system in recent years could be substantially re-

duced.
Given sufficient flexibility of exchange rates we do not see any necessary

contradiction between freedom of capital movements and the pursuit of do-

mestic objectives, which of course are the main concern of the Council of
Economic Advisers.

Question S. On July 16, Dr. Solow of MIIT said he was not optimistic that

our economic system can combined an unemployment rate no higher than 3.8

oerceut with inflation as indicated by the GNP deflator and the Consumer

Price Index rising no more than 2 percent aniually without long-term struc-

tural changes. Do you subscribe to this view? Would you describe for us

what changes would improve the apparent "trade-off" we have between infla-

tion and unemployment?
Answer. The record since World War II does indeed suggest that it will

not be easy to attain an unemployment rate of 3.8 percent with an inflation

rate of 2 percent as indicated by the GNP deflator or the Consumer Price

1 nclex. The average annual rate of change of the GNP deflator from 1955 to

1969 was about 2.5 percent, while the average unemployment rate was about

4.9 percent. This is a price-unemployment combination that is unsatisfactory
in comparison with the goal of 2 percent inflation with 3.8 percent unemploy-
ment.

Even in a period of smooth growth with price stability and substantial
productivity gains such as we experienced between 1960 and 1965. the un-

enloloyment rate on an annual basis has always been over five percent. This
historical performance can probably be improved through structural changes,
especially with the substantial inflationary expectations that have developed
over the past three years.

There are a number of structural changes that can improve the price-

nnemployment trade-off and many of these are mentioned in the Economic
Roport. 1970. For example, improved mannower policies can reduce the dura-

tion of unemployment and the level of the unemployment rate by reducing
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the time used in searching for a job. Manpower policies may also be used
to train workers who have very few skills and who are unemployed for
structural reasons.

A second general area where structural changes can be made is the im-
provement of competition. This relates to an active antitrust policy and the
reduction of import duties and quotas. Some agricultural programs required
by law-such as the sugar and meat programs-probably have some adverse
effect on the price level.

Finally, in a number of industries there are special forces that cause
exceptional price rises. In the area of medical care, demand has been high
and a bottleneck in the supply of medical services has developed. Further ef-
forts to increase the supply of doctors and technicians in this industry wouldease the price rise. In the construction industry wages and prices have been ris-
ing at a rapid rate in spite of a relatively low overall demand. This behavior
appears to be related to the difficulty of entry into the construction labor unions
and to a tendency for inefficient production methods to be preserved or even
encouraged. We also have problems in some of the mineral industries where
supply sometimes falls behind demand.

There are many other examples of industries that exhibit poor wage, price,
and productivity behavior. The recently formed National Commission on Pro-
ductivity should help in identifying these industries where there is sub-
stantial room for improvement and in bringing about agreed solutions.

Represelntative BROwN\. I have a specific question I should like to
ask fand I will submit it in writing, if I mav.

(The following answer wvas sllbsequentl- supplied for the record
by Mr. McCracken and M'Ir. Shultz:)

PAUL WV. IICCRACKEN'S REPLY TO THE QUEsTION POSED BY
REPRESENTATIVE BROWN

Question. Agencies such as the Federal Home Loan Bank system and FNMA
are government-sponsored but not controlled by the government. Last year these
agencies borrowed $9.1 billion in the money and capital markets, which in
turn was loaned out, mostly to support residential and farm mortgages. To
what extent does heavy borrowing by these government-sponsored agencies
foil a Federal budget policy of reducing federal demands on the credit markets?
To what extent did the 1969 security issues of these sponsored agencies forthe purpose of supporting mortgages deplete private sources which normally
supply the mortgage markets? Wouldn't it be preferable to bring these agencies
back under the discipline of the federal budget, to insure their activities do not
frustrate progress toward fiscal policy and financial market objectives?

Answer. Borrowing by the government-sponsored agencies supporting mort-
gages does not "foil a Federal budget policy of reducing federal demands on
the credit markets." First, these agencies cannot borrow without the consent
of the Secretary of the Treasury. But more important, one of the primary
reasons for wishing to reduce federal demands on credit markets is precisely
to free funds to meet the needs of housing, a high priority item that has
borne too much of the brunt of the recent inflation and efforts to 'contain it.
The borrowing and lending of government sponsored agencies has, we believed,
helped to relieve the pressure on housing. To some extent their borrowing
probably did draw funds from the capital markets that would otherwise have
gone into housing through normal channels. But in view of the difference
in character between the kinds of securities they issue and the underlying
mortgage instrument, it is reasonable to expect that the agencies drew funds
from other parts of the capital market as well. In our opinion residential
construction would have performed less satisfactorily in the absence of the
efforts of these agencies.

This does not, of course, mean that these agencies should not be subject tomore careful control than is possible under the present budgetary arrange-
ment. In the President's budget message for Fiscal 1971 the outstanding loans
of these agencies are featured prominently. Moreover, there is a continuing
study within the Administration of the problem of increasing the visibility
and controllability of the actions of these agencies, so that they do not thwart
our budgetary objectives.
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GEORGE P. SHULTZ' REPLY TO THE QUESTION POSED By REPRESENTATrvE BROWN

Question. Agencies such as the Federal Home Loan Bank system and FNAMA

are governmnent-sponsored but not controlled by the government. Last year

these agencies borrowed $9.1 billion in the money and capital markets, which
in turn was loaned out, mostly to support residential and farm mortgages. To

what extent does heavy borrowing by these government-sponsored agencies
foil a Federal budget policy of reducing federal demands on the credit markets?
To what extent did the 1969 security issues of these sponsored agencies for
the purpose of supporting mortgages deplete private sources which normally
supply the mortgage markets? -Wouldn't it be preferable to bring these agencies
back under the discipline of the Federal budget, to insure their activities do
not frustrate progress toward fiscal policy and financial market objectives?

Answer. The question of whether to bring Federally-assisted private credit

under the discipline of the Federal budget is under study by an interagency
committee. Such institutions as the Federal Home Loan Bank and the Fed-
eral National Mortgage Association are now privately owned and operated and,

for this reason, are excluded from the budget under the budget concepts

currently in use. The interagency committee is considering whether these con-

cepts should be modified in the manner suggested by Representative Brown.
Bringing these institutions under the discipline of the Federal budget is but

one method of assuring greater consistency between our fiscal policy and

financial market objectives. Whether or not these institutions are in the

budget, we could place greater emphasis on Federally-assisted credit programs
in the President's Budget Message, as Nvell as improve controls over the total
volume of Federally-assisted credit.

These institutions have certainly played a vital role in industry during a

period of difficulty for the mortgage market. There is no reason to assume
that their security issues depleted the flow of private funds into mortgages.
To the contrary, the mortgage funds made available by FNMA and the Home
Loan Bank Board supplemented private mortgage funds during a period when
such funds were limited in availability.

Senator PROXMIRE. I would like to ask one more question of
,\r. Shultz if I could.

There is some question in my mind as to how the new budget
agencV which you head will review the Pentagon's budget, in view
of the dichotomy that seems to have been established between the
Domestic Policy Council and the National Securitv Council.

Would a review of the military budget be increased or decreased
in the new budget agency? Will it be changed in any way?

Mr. SHULTZ. Well, we expect to review the Defense Department
budget as all other budget departments will be reviewed. The process

of setting the broad priorities, basic policy decisions in the Budget,
will go forward on the one hand in the framework of the National

Security Council procedures, and on the other. in the Domestic

Council procedures, and that is a priority setting kind of exercise.

We are in the process of it now. Bevond that we will have our
regular examining procedures, department by department including
Defense.

Senator PROXMIHE. Will You allocate to the Defense Department
substantial increase in manpower? In the past only 10 or 15 percent
of the Budget Bureau's manpower-I am not talking about you.
I am talking about the situation over the years-have been allocated.

to the Defense budget altlhough it constituted a much higher propor-

tion of controllable spending. and do you have any plans to allocate
more manpower So you can bring defense spending under better

control ?
Mir. SHULTZ. In So far as the allocation of manpower vwithin the

Office of A-lIanagement and Budget-and, as vou know, the Office
a
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does not have a large number of people-we are in the process of
thinking our way through that problem. *We do expect to have the
manpower to make an adequate review in all areas.

Senator PROX31P1E. Can you tell us what proportion of your ninn-
power is iio\v working on the Defense budget as compared with the
non-Defense sector?

Mr. SHULTZ. I don't know the answer to that but I suppose wve
could get it.

Senator PROX3[IRE. Can you give us an estimate?
Mr. SHULTZ. I don't-
Senator PROX21IRE. Would it be fair to say one-fourth or one-

seventh ?
Mr. SHULTZ. I would rather not make a stab at it. In some ways,

you know, it is like all these other calculations, it is difficult to
make and vou have to impute and what proportions-should I
include my time, or not?

Senator PROXMTIiE. Well, I am talking about the people that vote
have exclusively assigned-you have, I understand, some people that
you assign to particular departments to ride herd.

Mr. SHULTZ. That is correct.
Senator PROX3M1IRE. Arid I want to know of those you have assigned

how many have you assigned to the Department of Defense and
how many to the other departments. If you provide that for the
record, I would very much appreciate it.

Mr. SHULTZ. All right.
(The following information was subsequently supplied for the

record by Mr. Shultz:)

TOTAL NUMBER OF BUDGET EXAMINERS IN THE OFFICE OF MANAGEMENT AND BUDGET AND THE NUMBER
AND PERCENT ENGAGED IN EXAMINING NATIONAL SECURITY PROGRAMS

Fiscal year 1970 Fiscal year 1971
actual actual

Total number--- - 182.0 196.0Engaged in examining national security programs:
Number - - -52.0 59.0Percent ------------------------------- --------------------------------- 28.6 30.1

Senator PROX31IRE. Gentlemeii, thank you very much. We appre-
ciate it.

Tomorrow we will reconvene in this room to hear the Secretary
of the Treasury and the Secretary of Labor at 10 a.m.

(Whereupon, at 1:20 p.m., the hearing was recessed, to reconvenle
tomorrow, at 10 a.m., Tuesday, July 21, 1970.)
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TUESDAY, JULY 21, 1970

CONGRESS OF THE UNITED STATES,
JOINT EcoNoMIC COMMITTEE,

Washi'ngton, D.C.
The Joint Economic Committee met, pursuant to recess, at 10 :07

a.m., in room S-407. the Capitol Building, Hon. William Proxmire
(vice chairman of the committee) presiding.

Present: Senators Proxmire and Javits; and Representatives Wid-
nall and Brown.

Also present: John R. Stark, executive director; James W.
Knowles, director of research; Loughlin F. McHugh, senior econo-
mist; Richard F. Kaufman, economist; and George D. Krumbhaar
and Douglas C. Frechtling, economists for the minority.

Senator PROXMI1RE. The committee will come to order.
Yesterday we heard from two leading economic advisers to the

President on the state of the economy. We had hoped to hear some
cheerful news but it was not, in my estimation, forthcoming. Dr.
McCracken told us that the "game plan" still requires some further
increases in unemployment, that expansion of output-if it mate-
rializes-will fall short of additions to productive capacity. Even
Dr. Shultz, who seemed to be saying at times that unemployment
would not increase, could see no near-term hope for reducing un-
employment from its present high level-11/2 million higher than
last year.

Both gentlemen saw some signs of easing inflation, or at least it
was no longer a situation of accelerating inflation! I hope they are
right and, perhaps, the new consumer price index for June which
will be reported later this morning will show some definite evidence
of the slowdown. I must confess, however, that the evidence pre-
sented so far is not heartening.

We are looking forward to hearing from Secretary of the Treas-
ury David Kennedy and Secretary of Labor James Hodgson.

Secretary Kennedy, we are particularly concernied at the weight
of the testimony telling us of the dangerous state of liquidity in the
economy. With your vast experience in the banking industry, as well
as your role as Secretary of the Treasury, I know you will tell us
what must be done to meet this emergency, and what can be done
to deal with the terrible imbalances in our so-called market rationing
of credit.

Secretarv Hodgsoni. there are many of us heire in Congress who
believe that the administration has not used all of the anti-inflation

(447)
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weapons available. In particular, I am concerned that the President
is not using the vast powers of his office to help us fight the exorbitant
wage and price increases. I am hopeful we can have a fruitful
dialogue on this and other topics of interest to labor and the
American people. And, Mr. Hodgson, I think you are also aware
on July I I wrote you and asked you to detail the plans that vou
had to put the unemployed to work in the areas of the country
where they were out of wtork and in the event that unemployment
should increase substantially.

We hope that your opening statements can be kept to 15 or 20
minutes, gentlemen. Your full statements will be placed in the
record.

Senator Javits?
Senator JAVITS. Mr. Chairman, first, I join the Chair in the ex-

pectation of very authoritative testimonv from the two distinguished
members of the Cabinet.

Second, I would like to say by wav of supplement to what the
chairman has said that there is legislation being contemplated with
regard to the so-called liquidity crisis. I shall ask for comment
from the Secretary not specifically with respect to the bill I am
proposing to introduce but on the general subject of whether, the
time has come for Federal Governimepnt intercession in the effort to
deal with the liquidity crisis on a broader scale than was contemplated
by the special rescue party for the railroads, especially the Penn
Central. Also, I would like to address the Secretary of Labor on the
proposition of accelerating the M\anpower Training Act of 1970.
The act would answer many of the Chairman's questions about a
trigger for more massive efforts in respect of unemployment as
well as public service employment. It will also aid the basic man-
power training effort, which involves hundreds of thousands of
working slots.

I might say that Congress bears a very heavy responsibility in
this field. I have considered manpower training legislation to be one
of the kev elements of the antirecession effort which is being
mounted. But passage of such a measure is entirely up to the Con-
gress. I am sure the President will sign any reasonable bill. and I
think the administration is entitled to the credit for having offered
its own manpower training bill in recognition of that fact.

So, 'Mr. Chairman, I join the Chair in lwelcoming the two dis-
tinguished witnesses and in the expectation that we may make some
measurable contribution to the resolution of our country's economic
problem.

Senator PROXMIRE. Secretary Kennedy?

STATEMENT OF HON. DAVID M. KENNEDY, SECRETARY OF THE
TREASURY, ACCOMPANIED BY PAUL VOLCKER, UNDER SECRE-
TARY OF THE TREASURY FOR MONETARY AFFAIRS; AND
MURRAY L. WEIDENBAUM, ASSISTANT SECRETARY OF THE
TREASURY FOR ECONOMIC POLICY

Secretary KENNAEDY. Mr. Chairman, members of the committee.
it is a pleasure for me to be here with vou this morning. These hear-
ings provide a timely opportunity to appraise the recent performance
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of the economy and to examine the prospects for the future. Since
you have already been over this ground in some detail, my prepared
statement is relatively brief and concentrate on matters of basic
economic policy.

THlE DOMESTIC ECONOMY

The economy is currently in the latter stages of a successful transi-
tion from prolonged overheating to renewed expansion in a less
inflationary environment. An earlier and crucial stage was the
removal of excess demand. This was accomplished, through coordi-
nated application of appropriate monetary and fiscal policies. But
so much inflationary momentum was allowed to build up after 1965
that even now cost-price pressures remain strong, even though excess
demand pressures have abated. However, there are now multiplying
signs that the cost-price situation is in the process of showing sig-
nificant improvement. Our patience is being rewarded. The orthodox
policies of this administration are working. Inflationary pressures
are receding, and they should continue to recede while the economy
expands.

It is not always fully appreciated that two difficult adjustments
have been proceeding simultaneously. The economy is recovering from
a most severe inflation. At the same time, we are successfully making
the transition from a wartime to a peacetime economy. As President
Nixon recently pointed out:

For the first time in 20 years, the Federal Government is spending,
in this fiscal year, more on human resources programs than on na-
tional defense.

By the end of this fiscal year, defense expenditures are expected
to be $7 billion below the fiscal 1969 level.

Over 400,000 military and civilian employees have been released
in the past year from our Armed Forces, and defense cutbacks
have led to a reduction in the labor force of defense plants by 300,000.

The transition to a more civilian-oriented economy is surely wel-
come to all Americans. But it does cause some temporary hardships
and complicates the tasks of economic policy. The remarkable thing,
to my mind. is the relative smoothness with which the economic
adjustment has proceeded, given all the difficulties involved.

Impatience by some with the course of economic events is in-
evitable when unemployment rises and relief from advancing prices
is slow in coming. But the price picture itself is now in the early
stages of showing significant improvement. As we would expect,
the first signs are coming in the area of sensitive raw material and
wholesale prices. The spot market price index of 22 basic commodities
has declined about 4 percent since early March. On a seasonally ad-
justed basis, the increase between the first and second quarters in
the more comprehensive wholesale price index was down to a 1.7
percent average annual rate, compared to 4.6 percent between the
fourth and first quarters. The consumer price index rose four-tenths
of 1 percent in May, compared to six-tenths of 1 percent in April.

It took time for our policies of restraint to slow the pace of total
spending-a considerable period of time because expectations of con-
tinuing inflation were so strong. It is taking even more time for the
effects of restraint to reach the cost-price area-but this is now begin-
ning to happen. Experience tells us that still more time will have
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to pass before the rate of increase in consumer prices recedes to
more tolerable levels. These adjustments are occurring in the expected
sequence-if not always exactly on the desired schedule. The outlook
for early reduction in the rate of inflation is now much brighter.

It is well to recognize that some of the improvement observed up
to this point in the price picture stems not only from softer demand.
but that some is also the result, in part, of special factors, such as
the reduced rise in farm and food products. Wholesale prices of
many industrial commodities have continued to rise at a fairly
steady rate. This indicates that the "cost-push" problem is not vet
altogether solved. There are some encouraging signs. Labor costs
per unit of output in manufacturing have shown definite signs of
flattening out in recent months. Clear signs of better productivity
performance are coming into view. But there is still some way to go
before a satisfactory balance will be established between productivity.
costs, and prices.

There is strong indication that the first quarter of this year may
have been the low point in productivity performance. More rapid
productivity gains are likely during the remainder of the year.
Given some degree of restraint in wage demands, this should lead
to a substantial lessening of cost-push pressures. The usual process
can be assisted by the "inflation alert" and Productivity Commission
recently established by President Nixon.

While the inflationary process unwinds, it is particularly important
that fiscal and monetary policy continue to play a stabilizing role.
Some gradual lessening of restraint on total demand was surely
appropriate in the first half of this year. With demand no longer
excessive and unemployment in the area of five percent. continuation
of restraint throughout this vear at last year's intensity would have
had too severe an impact. The phased expiration of the income tax
surcharge and the resumption of growth in the monetary aggregates
has helped to insure against any cumulating downturn movement
in the economy.

Continuation of the present directions of fiscal and monetary
policy throughout the remainder of the year would seem to be the
indicated course of action. By its nature the monetary side of the
policy equation is more quickkly and flexibly adjusted to the short-
term needs of the situation, although frequently with lagging effect.
For the time being. the responsibility of the Executive and legis-
lative branches is to keep fiscal policy in a relatively neutral position.
Above all, fiscal policy should not veer off on a sharply expansionary
course with the consequent strains this would place on the credit
markets.

Some economists outside of government are now contending that a
line of analysis-using the so-called full employment budget con-
cept-would show that the degree of economic restraint implicit in
the Federal budget may become even greater than they would care
to see. I do not share their confidence in the exactness of such calcu-
lations. I believe that the administration must continue to maintain
a posture of fiscal restraint.

The actual budget results for fiscal 1970 will be available shortlv.
I do not have the data today, but it appears that expenditures will
be brought in very near to target, if not a bit lower. Revenues will
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be down somewhat from the estimates made in May. The movement

from -the small surplus estimated in February to the small deficit

now anticipated is due to a revenue shortfall rather than a rise in

expenditures.
It will be extremely important to keep a close rein on Federal

expenditures in the present fiscal year and beyond. There has been

a tendency-particularly evident after the mid-1960's-to spend

first and try to find the taxes later. This is one lag relationship that

we can-and must-do something about. Otherwise we face the

recurring prospect of large Federal deficits at high levels of economic

activity. Financing large Federal deficits under such conditions means

severe strains on the credit markets, high interest rates, and restricted

availability of credit to private borrowers.
Given the probability that economic activity will be rising through-

out this fiscal year, it will be extremely important, from a financial

markets standpoint, to avoid a sizable budget deficit. This w.ill require

close restraint on Federal expenditures and favorable action on

proposals already submitted to the Congress to raise needed revenues.

In the domestic financial area, it seems to me that we have laid

the base for substantial improvement since the beginning of the year.

It is true that some difficulties, latent earlier, have since come into

sharper focus. As a result, there has been some concern about the

threat of a so-called liquidity crisis. *While the markets have con-

tinued to function effectively, orderly planning to cope with even

such a remote possibility is, of course, the only sensible course of

action. To a large extent, this falls within the purview of the Federal

Reserve System. But the Treasury has an obvious concern for the

smooth functioning of the financial system.
-M~ost of the conventional statistical indicators show sizable declines

in private sector liquidity. While some of these follow trends of long

standing and reflect basic changes in financial management practice,

there is little question that liquidity has been strained, both in the

financial and the nonfinancial sectors of the economy. Pressures on

profits and cash flow obviously aggravate the situation. In isolated

cases, corporations can encounter serious temporary financial prob-

lems despite favorable long-term prospects. But recent actions by

the monetary authorities and the demonstrated resilience of financial

markets should have done much to allay any fears that strains

should undulv inhibit financing of sound companies.
A better balance has been emerging in the credit markets during

the course of the year. Treasury bill rates are down about 11/2 per-

centage points from their earlier peaks. Key long-term interest rates

have also been coming down. New AA corporates and municipals

are about three-fourth of 1 percentage point below the peaks of

mid-June. Mortgage rates are slower to respond but may well have

also passed their peaks.
The decline in short-term interest rates has helped restore a more

satisfactory pattern of savings flows to thrift institutions. In con-

junction with special Federal efforts, this has supported a welcome

rise in mortgage lending commitments which is being reflected in

higher levels of housing starts.
Interest rates remain at high levels bv historical standards in

view of the gradual unwinding of inflationary pressures, but it seems
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to me that the highest peaks now lie behind us. Nevertheless, the
demands for capital to meet the expanding needs of outr economV
will remain high. Hence, it will be incumbent upon the Feder al
Government to so conduct its own financial affairs as not to absorb
unduly resources needed in the priavte sector.

THIE INTERNATIONAL ECONOMY

In the balance-of-payments field, the cooling off of our domestic
economy is being reflected in improvement in our current account
position. Our trade balance for 1970 may show a rise of close to
$2 billion over last year. Nevertheless, it is evident that we still
face a strong challenge in this area.

Our recent progress is largely due to the strong growth of our
exports, partly in response to the demands of temporarily overheated
economies abroad. If inflation abates in these countries as expansion
resumes in the United States, our exports may not grow at the rapid
recent pace. Meanwhile, our imports have continued to rise somewhat
despite the limited GNP growth in the last 6 months. Plainly the
need to reinforce the recent improvement in the trade balance
clearly emphasizes the need to keep domestic inflation under control
and to achieve rapid gains in productivity. We must not only match,
we must surpass other countries' performances with regard to price
stability to regain our competitive edge.

It is important that we direct more of our energies to selling
abroad. It is for this reason that we are urging the Congress to
approve a bill which would provide more equitable and competitive-
tax treatment for export income. We are also trying to assure that
financing facilities for our exports are not inferior to those of other
countries. We realize these are not the only steps needed for the
strong export performance vital for a healthy U.S. balance of pay-
ments. but constructive actions along these lines can play an im-portant role in favorably disposing business management towards
exporting.

In our efforts to achieve such a surplus, we must not follow the
self-defeating course of widespread barriers to imports. Such a
course invites foreign retaliation, fosters inefficiency at home. and
retards the growth of real income.

Our interest in restoring our trade surplus does not reflect a mer-
cantilistic attitude on our part. Rather, it reflects the fact that the
United States will continue to be a large, natural source of capital
outflow to the rest of the world. Accordingly, it must cover a sub-
stantial portion of that outflow by a surplus on goods and services
transactions if we are to restore a satisfactory balance of payments
position and discharge our responsibilities for maintaining a strong
dollar.

Despite improvement in our trade and current account, the United
States had a large official settlements deficit of about $3 billion in thefirst quarter of 1970, and a still sizable although apparently sig-
nificantly smaller deficit in the second quarter as well. In broad
terms, these deficits reflect the fact that our trade position and current
account, despite the real improvement this year, remain at unsatis-
factory levels, while capital flows have moved more adversely than in
recent years.
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Thus far. these deficits have not contributed to an excessive growth

of world liquidity. This is partly because both the United Kingdom

and Franllce have employed substantial foreign exchange receipts to

repay outstanding emergenev credits. Indeed, it is worth noting that

the available data for Mlav indicate that the reserves of continental

European industrial countries as a group still stood well below the

level recorded at the end of 1967.
In the IMF, exploration of possible modifications of exchange

rate practices is now centering oln three practical possibilities: au-

thority for a country to maintain slightly wider margins for fluctua-

tion of market exchange rates around the official parity than the

present limit of 1 percent; arrangements by which thle TAIF. in

specific instances. might more readily or speedily authorize small

parity adjustments-say by 2 or 3 percent a year; and legalization

of a transitional period during which a currency might float, while

seeking the proper level for a new parity.
Limited, evolutionary changes of this kind would, I believe. be

consistent with the basic purpose and functioning of the exchange

rate system established at Bretton Woods. But they could be im-

portant, partly by reducing the possibility of speculative disturbances

arising particularly out of those changes in official exchange parities

that mav be necessary from time to time. and that might otherwise be

unduly delayed or very large. At this time, I cannot report a con-

sensus among the fund membership on any of these proposals. al-

though the discussions have been extremelv useful alreadv in clarifv-

ing and limiting the remaining issues in a highly complex area.

From our standpoint, we must recognize that these proposals in

the exchange rate area cannot, in any sense, provide an escape from

our own serious balance of payments problem. Indeed, none of the

three procedures under discussion would be applied by the United

States. This country bears a heavy responsibility for the effective

functioning of the international monetary system, and that function

can, in the end, be discharged effectively only by maintaining the

stability of the dollar as the major reserve and transaction currency.

Improvement both in the structure and overall net balance of our

international accounts, in turn, depends fundamentally upon the

success of the domestic policies upon which we are concentrating our

attention today.
THE NEEDS OF ECONOiWIC POLICY

I would like to emphasize the underlying strength of the Ameri-

can economy during this difficult period of transition through which

we have been going. Total employment in the United States has

risen considerably in the past year and a half, by about 11/, million

people. Disposable personal income-the spending power available

to the average consumer-rose to an alltime high in the April-June
quarter, whether measured in real or current dollar terms.

Our patience and determination to carry out our policies of ad-

justment to a healthier economy are now paying off. I expect to

see considerable progress in the remainder of this year and in 1971,.

both in lower rates of inflation and higher levels of production and

employment. Even so, there is much that remains to be done in

terms of economic policy actions.
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I would like to indicate some of the specific actions that are
required in order to regain economic stability and high level em-
ployment while reducing inflationary pressures.

Most important of all, in my opinion, the Federal budget must
be kept in a stabilizing position. In turn, this suggests the need for
prompt congressional action on the adminstration's revenue pro-
posals.

The Congress should speedily approve the President's request
for accelerated payment of gift and estate taxes. If enacted
promptly, this could yield an additional $1.5 billion of revenues
in this fiscal year.

The Congress should speedily approve the President's request for
an environmental control tax on the lead additives in motor fuels.
If enacted before autumn, this could yield over $1 billion in addi-
tional revenues in this fiscal year.

The Congress should speedily approve the President's recom-
mended postal reform legislation, which provides for postal rate
increases.

A strong. budgetary position will also require a continuation of
close control over Federal expenditures. The administration will
work with the Congress to achieve this objective.

Another set of actions can help to ease the current transition
and promote the early achievement of stable growth. Chief among
these are the new initiatives in the productivity and cost-price
area described last month by the President. In addition, there are
important items of legislation which need to be enacted promptly:

Legislation to expand and strengthen the unemployment insur-
ance system.

The proposed Manpower Training Act, which would automati-
cally increase manpower training funds at times of unemployment.

Legislation to protect investors from loss due to financial diffi-
culties of brokerage firms.

The Emergency Home Finance Act of 1970 to help attract more
money into the housing market.

Pending legislation to help small businessmen get necessary
credit.

Railroad loan guarantee legislation to provide emergency assist-
ance to railroads in financial difficulties.

This is a difficult period of economic transition. It emphasizes
the need to get back on a stable pattern of high employment growth
and to stay there. In time, the balance of payments should benefit
from the same corrective forces that are at work in the domestic
economy. In the simplest terms, our most pressing need is for more
productivity growth and better price performance. Both should
be forthcoming over the remainder of this year and into 1971,
providing moderate and sensible economic policies are maintained.That completes my statement, Mr. Chairman.

Senator PROXm=IE. Thank you, Mr. Secretary.
I understand, Mr. Hodgson, that the "g" is silent. I just learned

that, so I will address you as Secretary Hodgson, is that correct?
Secretary HODGSON. That is entirely correct and I would hope

you would not think that is the only thing silent about Hodgson.
Senato PRoxMniE. Well, I certainly hope it is because I know youhave a lot to say. Go right ahead, sir.
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STATEMENT OF RON. JAMES D. HODGSON, SECRETARY OF LABOR,
ACCOMPANIED BY GEOFFREY H. MOORE, COMMISSIONER OF
LABOR STATISTICS, DEPARTMENT OF LABOR

Secretary 1HoDcSONT. Air. Chairman, members of the committee,
I, too, welcome the opportunity to present my testimony before
this committee as it undertakes a review of the state of the economy
at mid-1970.

In reviewing the economic situation, we must keep in mind two
of the major objectives of this administration, namely,

(1) To control the strong inflation that has gripped the econ-
omy and

(2) To shift our priorities from wartime to peacetime programs.
I believe these objectives are generally agreed upon, both within

the Congress and the country. I believe also that they can be
achieved without widespread unempoyment, which is another gen-
erally accepted goal. Now, to these ends, and to reflect our concern
for the welfare of workers and consumers, we must continue to
adapt Government programs and policies.

This morning my prepared statement is in two parts. The first
part deals with aspects of the current economic situation that are
the particular concern of the Department of Labor, with some
reference to the outlook for the near term future. With your per-
mission, I have presented for the record a number of related charts.
The second part is a discussion of departmental policy and of
programs that we have undertaken in response to the current
situation.

The first section, review of the current economic situation. is simi-
lar to what others have said and since my prepared statement is
rather lengthy I will move on to section 2, employment and un-
employment. I would like to identify some significant factors in
the employment situation.

Although growth in employment had nearly come to a halt by
the close of 1969, the Nation's labor force grew at an exceptionally
brisk pace for several months thereafter. Between December 1969
and April 1970 the civilian labor force expanded by 1.3 million.
This was an unusually rapid rate of expansion. It was a very sig-
nificant factor contributing to the rapid rise in unemployment
earlier this year.

Since April, both employment and the civilian labor force have
declined by about 700,000 on a seasonally adjusted basis. One result
was that by June the unemployment rate, at 4.7 percent, had moved
to the vicinity of the April level, which was 4.8 percent, after
registering a level of 5.0 percent in May.

Labor force growth appears to have reached a new phase. The
earlier rapid growth has slackened off. It is apparent that signifi-
cant numbers of women and teenagers have now either withdrawn
from the labor force or have failed to enter in what were expected
numbers. The only group which still shows signs of increase is
adult men, whose participation in the labor force is least likely to
be optional. An important factor in this increase was the reduction
of some 300,000 in the armed services in the past 6 months.

49-774-70-pt. 3-6
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The economic slowdown has resulted in job cutbacks and shifts
in many sectors of the economy. The earlier reductions, toward the
end of 1969, were mostly in durable manufacturing industries. A
large proportion were related to lower defense and aerospace ex-
penditures, lower auto sales. and the low ebb of the housing market.
Overall employment has been sustained during this period by con-
tinued growth in transportation, utilities, nondurable manufactur-
ing. trade, State and local government and other service industries.
But by June, however. the strength in some of these sectors had
tapered off.

Now, it is -worth noting also among what groups and in what
locations the impact of unemployment has been greatest. Although,
initially, the defense cutbacks sharply affected some relatively
highly skilled professional and technical workers, the jobless rate
of this group has remained relatively low. Since March, the rise in
unemployment has been concentrated more among blue-collar work-
ers. especially those at the bottom of the occupational ladder. The
rate for white-collar workers rose from 2.0 to 2.8 percent and for
blue-collar workers from 3.8 to 6.0 percent between the second
qualteis of 1969 and 1970.

The slowdowvn of employment growth has had repercussions for
Negro workers. In the early phases of the slowdown, the Negro
unemployment percentage rate rose relatively more moderately than
the white rate. In part, this reflected the fact that the service in-
dustries. in which Negroes account for a higher proportion
of the work force than in durable goods manufacturing, were less
affected in the earlier stages of the economic slowdown. Since the
first quarter of 1969 the Negro rate as compared to the white rate
has varied from slightlv less to slightly more than a 2 to 1 ratio.

Furthermore, the geographical impact of unemployment has not
been even. The regions that account for a relatively high concen-
tration of durable goods employment and of defense-aerospace jobs
have been most heavily affected. This applies particularly to the
Pacific coast, not only because of defense-aerospace cutbacks, but
also because of weakness in the lumber industry, too. The Midwest
has had a significant rise in unemployment, especially in the east-
north-central area because of its concentration on automobile and
durable-goods manufacturing. New England and the East South
Central States have also felt the pinch of defense cutbacks.

Nevertheless, the situation is not characterized by a massive lay-
off of workers. The actual unadjusted figure for total civilian em-
ployment in June 1970 was 79, 382,000. This level has been exceeded
only in 2 months, back in July and August 1969. The seasonally
adjusted total of civilian employment in June 1970 was 78,225,000,
and this is half a million more than it was in June of last year.
However, the growth in jobs has not matched the growth in the
civilian labor force, a growth of 1.6 million in that same interval.

In any review of changing economic patterns, one must take
account of the continuing flexibility and adaptability of the U.S.
work force. You know. we count as unemployed anyone who is
not working and is actively seeking a job, so it is of interest to
note that less than half of those who were unemployed in June
had actually lost their job. By that we mean laid off or fired.
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Over a quarter of those reported as unemployed were people who
had reentered the labor force after a period of neither working
nor seeking work, while the rest had either quit before finding an-
other job or simply had not previously been employed. A large
proportion of those reported as unemployed in any month were
not unemployed the month before and will not be unemployed next
month. The average duration of unemployment, that is, the average
length of time the unemployed have remained out of work, is rela-
tively low-9.5 weeks in June-although it has risen slightly during
1970 and we feel can be expected to rise further. Those who were
jobless for 15 weeks or more constituted less than 1 percent of the
civilian labor force. Thev numbered 658.000 in June, about a
quarter of a million more than a year ago.

Now. you may not be fully aware of the extent to which the
administration's shifts in defense planning have already affected
employment opportunities. In addition to the 300,000 drop in the
armed services already mentioned, nearly all of whom have entered
the civilian labor force, there have been continuing reductions in
civilian employment attributable to the lower level of defense pro-
curemnent. Secretary Kennedy spoke to you about this. In the four
most critical defense industries (ordnance. aircraft. shipbuilding,
and communications equipment) employment has dropped 260,000
from June of last year to June of this year. For the economy as a
whole the drop in job opportunities associated with defense pur-
chases during this same year has been approximately 400.000. This
decline is expected to continue at roughly the same rate during the
forthlcominl~g year as we continue to shift priorities.

So, in summary, we now have an unemployment rate hovering
near 5 percent and an average period of unemployment of 91/2
weeks. The twin objectives of cooling the fires of inflation and shift-
ing to a peacetime economy have produced this circumstance. Since
both of these objectives are considered meritorious by the vast
majority of Americans, their pursuit is worth some discomfort.
Nevertheless, since a rise in unemployment levels cannot be viewed
with complacency by any of us we must carefully examine the
effects of this rise and give special attention to mitigating actions,
and these will be reviewed later when we discuss manpower
activities.

Now, on to a discussion of earnings and collective bargaining
settlements.

During the past 12 months, all measures of employee compensa-
tion have been rising at relatively rapid rates. During the four
quarters ending in March 1970-the latest quarterly period for
which data are available-average hourly compensation for all
persons in the private sector rose 7.2 percent. This includes both
union represented and nonunion groups. Average hourly earnings
for production and nonsupervisory employees in June 1970-you
will notice I have substituted June for May there. I have got more
up-to-date figures-for June of 1970 were 5.6 percent higher than
in June of 1969. Despite this increase, average weekly earnings,
adjusted for the inflation-indtuced increase in consumer prices, de-
clined by 1.3 percent over the 12 months.

Today only about one out of four civilian employees have their
wages and benefits determined through collective bargaining. Major
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bargaining situations, those which account for about 60 percent of
those covered by collective bargaining, are regularly reported to us.
These wage settlements show an 8.6 percent average annual change
during the four quarters ending in June 1970. This is to be com-
pared with the average annual increase of 6.6 percent as of June
1969.

Now, several points should be noted in this connection. The first
is that the major collective bargaining agreements referred to above
cover only 10½/2 million out of about 75 million employees. Second,
only half of those covered will bargain in 1970. The others will
receive deferred increases which are usuallv less than the decisions
currently made. Third, most of the settlements are multiyear bar-
gains. This means that they often reflect attempts to catch up with
events that have occurred since the last settlement 2 or 3 or more
years ago. Fourth, since the settlements are generally on a multi-
year basis, increases in wages are now being built into the wvage
structure for the succeeding 2 or 3 years. These increases will, of
course, have favorable effects on the incomes of those who are em-
ployed, but less favorable effects on costs and prices, and perhaps
on the demand for labor. Where labor cost increases are exces-
sive, they can contribute to unemployment, just as excessive increases
in prices create unsold inventories.

Senator PROXMIRE. Could I ask you, Mr. Secretary, you have a
23-page prepared statement. You have read the first eight pages. I
believe. At this rate it will take-you have 40 or 45 minutes to com-
plete this if you are going to read the whole thing. It may be that
you do not intend to.

Secretary.HODGSON. I am afraid I had intended to.
Senator PROXMIRE. We would appreciate if you could summarize

it or skip through it so we can get through.
Secretary HODGSON. That is a good idea. For instance, the sec-

tion on unit labor costs and productivity, I believe, was rather
covered by previous members that have come before your commit-
tee, so if I may, I will not review that one. And to some extent the
same thing is true of prices, but I would like to mention something
about prices.

This testimony was prepared before this month's calculation of
the consumer price index wvas available. That figure is being an-
nounced this morning and it reflects a 0.4 percent monthly or about
a 5-percent annual increase, a little less than 5 percent annual in-
crease. Now, this is consistent with recently improved performance
on consumer prices. So, if I may, we will not pursue the section on
prices.

I believe the prospects section of my prepared statement rather
parallels the prospects that have been outlined to you by other
members that have appeared before you. So, let us go to a dis-
cussion of manpower and economic policy.

The Labor Department is a strong advocate of the proposition
that manpower programs can serve the needs of the Nation's work
force and complement monetary and fiscal policy. An active man-
power policy does two things.

First, over longer periods of time, it can help create a skilled
and adaptable work force, and by improving labor market meclha-
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nisms can shorten the period required to match unemployed men and
vacant jobs. In so doing, manpower policy restrains inflationary
pressures resulting from skill and labor shortage, and at the same
time it reduces structural and seasonal unemployment.

In testimony presented by Secretary Shultz before this com-
mittee last February, he outlined certain improvements in the labor
market. He discussed the manpower role in these and I will not go
into them.

Also of importance to improved labor force utilization is the re-
duction of work time lost due to high and increasing rates of in-
dustrial accidents that occur in this country. The administration's
proposed Occupational Health and Safety Act designed to achieve
such a reduction is still waiting action in the Congress.

Second, manpower programs must be capable of adjusting to meet
the changing needs of the Nation's economy and its workers. Ac-
cordingly, we believe that manpower programs are of considerable
relevance to the present situation.

Now, I would like to talk a bit about the administration's legis-
lative proposals in this area. First of all. some things can be done
without legislation, but some cannot. The administration in its
early months of office requested a range of legislation-various meas-
ures-which would permit rapid response to deal with employment
fluctuation. Unfortunately, we do not have these measures available
to us since none of that legislation has been enacted thus far. Now,
let me review a few of those measures.

1. The Unemployment Insurance Act-now awaiting acceptance
of the conference report-would do several important things. It
would vastly increase the number of people protected by unem-
plovment insurance and importantly, it would provide for an auto-
matic extension of benefits when unemployment rises.

An additional 4.7 million persons would be covered by the legis-
lation, the largest single expansion of coverage since the program
was created. Many of the newly covered are in lower wage and often
unstable jobs. These are the people who need the protection the most
when unemployment strikes.

The "trigger" feature of the bill is specifically designed to pro-
vide rapid response to rising unemployment. W1chen the insured
unemployment rate equals or exceeds 4.5 percent for 3 consecutive
months, the duration of unemployment insurance benefits would
be automatically extended by up to 13 weeks. In addition to this
national trigger, there is a specified level of unemployment at
which the duration of benefits in an individual State would be
extended, regardless of what the national situation might be. These
extensions of duration are mandatory beginning on January 1.
1972. However, an individual State could extend duration on a
voluntary basis as soon as the bill is passed.

2. A "trigger" concept also exists in the administration's proposed
Manpower Training Act. UInder our proposal. funds available for
manpower programs would be automatically increased if the na-
tional unemployment rate reaches 4.5 percent for 3 consecutive
months.

Taken together, these triggers markedly increase the effectiveness
of manpower programs as economic stabilizers. They do this by
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strengthening their counter-cyclical characteristics. Because training
programs cushion the impact of unemployment while reducing in-
flationary pressures, the counter-cyclical effect could be especially
useful as an aid to monetary and fiscal policy in the current situation.

We feel that just as important as having adequate funds is the
ability to spend the money in the right way at the right time for
the right need. The Manpower Training Act provides for both
decategorizing and decentralizing the administration of the man-
power program. Regardless of the needs of the time and the nature
of local circumstances, we now are forced to divide our manpower
funds among certain specified programs, whose form has largely
been preordained by Federal statute or regulation. We know, how-
ever, that each community has its own distinct needs, and that both
the economic and the local situations change with time.

Defense cutbacks, for instance, are now causing unemployment in
cities heavily dependent on defense work. The general reduction in
demand affects labor markets unevenly. In June, five major areas
moved into the classification of having a substantial labor surplus.
However, there are still 29 major areas where the labor market is
still relatively tight. Different approaches are needed for each.

A manpower program or system should be flexible enough to per-
mit local officials to adjust their programs to local needs. It should
be flexible enough to permit rapid shifts in priorities. We believe
our proposed Manpower Training Act would provide this flexibility.

3. The Proposed Family Assistance Act is another tool we need
in our kit. It would be a significant addition to our efforts to cushion
the effect of economic adversity on the individual. It will help those
people still not protected by unemployment insurance, help the work-
ing but low-paid poor, and assist many not now enrolled in our
manpower programs because of an insufficiency of training oppor-
tunities.

We have proposed to Congress these measures for dealing with
economic problems of our citizens affected by economic adversity.
We need congressional approval to get on with the job.

Now, I do not call attention to these needed pieces of legislation
in any spirit of passing the buck to anybody for limiting our
ability to cope with current problems. There are still several actions
we in the Labor Department can take, are taking and have taken. I
will review these shortly. However, the proposed measures are vital
both in substance and form. Their usefulness would truly be enor-
mous in dealing with our changing needs. We commend them most
urgently to the consideration of Congress.

Let us discuss adjusting to change.
Within the constraints and funds provided by the legislation under

which we now operate, the Department has adjusted its manpower
and labor market programs to meet changed economic circumstances.

Manpower program adjustments are these:
1. In view of slackened hiring, particularly in manufacturing,

a sizable portion of 1970 and 1971 funds for the JOBS program
have been reprogramed into areas of greater need.

2. We have also used available funds to expand employment op-
portunities for the disadvantaged in the public sector. We have done
this in two ways.
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The program of reimbursing State and local governments for the
training costs of filling regular job vacancies with disadvantaged
workers has been enlarged.

A new supplementary training and employment program (STEP)
was created to provide a limited number of short term, but mean-
ingful, work experience opportunities with public and private non-
profit agencies.

3. In an effort to assure best use of funds, the field staff has
been alerted to watch projects carefully to spot those in trouble
and shift emphasis to shortage areas. Programs should be tailored
to the needs of changing times-this is our goal.

4. We have also supported the appropriation of $50 million for
creating additional employment opportunities this summer for
vouth.

Let us examine our labor market adjustments as contrasted with
our programmatic adjustments.

In addition to these programmatic adjustments, we are also tak-
ing steps to improve the efficiency of the labor rmarket.

1. Our employment service has established and is utilizing an
"early warning layoff procedure." Under this procedure when a
local employment office is alerted to an impending layoff of sig-
nificant proportions, a series of actions is set in motion: Meetings
are held with employers to determine the timing and size of the
layoff and affected employees are preregistered, frequently at the
plant. Then all resources of the employment service, with special
national office assistance, are marshaled to provide both training
and job development services.

2. We are making arrangements for job vacancies in work done
under contract with the Defense Department to be listed with the
employment service. This is a new arrangement.

3. We want to increase the effectiveness of the employment serv-
ice in dealing with an economic downturn.

First, we have created the employability team concept and use
this concept in employment service operations. It will provide a
capability for developing individual employability plans related to
changing labor market conditions.

Second, we have introduced computerized job banks. Only one
existed when we came into office. We expect to have 66 in operation
by September 30th. These banks speed the mechanics of reemploy-
ment of unemployed workers.

4. We have undertaken a number of pilot programs-one or
more-to relocate workers from labor surplus areas to places where
jobs exist. We believe we have learned quite a bit from these projects
and that they have put us in a position to operate a larger effort.
There is provision for relocation assistance in both the proposed
Manpower Training Act and the proposed Family Assistance Act.
We think such assistance would be beneficial in facilitating labor
market adjustments.

These measures, we believe, are helping us to maintain an effec-
tive program in the face of a slower growing economy. However.
the manpower program could respond far more adequately to such
situations if the critical legislation nlow in Congress is. enacted into
law.
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Finally, I have a section with regard to responding to the un-
expected. Now, we in the Labor Department are going to be watch-
ing unemployment closely. We will continue to be most sensitive to
the needs of the Nation's work force-particularly its unemployed
people. We will promptly recommend additional measures to the
Congress if we believe they are needed.

For example, we might well consider a legislative proposal which
would extend the duration of unemployment insurance payments
immediately, as was done on prior occasions. Also, we would con-
sider requesting additional appropriations for the manpower pro-
gram.

I have a few examples of what we might do with additional
funds, in the event that was felt necessary from our standpoint.

The duration of institutional training might be expanded so as
to postpone entry into the labor force and provide more basic edu-
cation and higher skill levels for the disadvantaged. We would
expand training for occupations where demand remains firm even
in more adverse times, such as in service and governmental occupa-
tions.

Also, we could temporarily enlarge our program of public service
opportunities, as an expansion of actions we have already taken.
However, we would still expect that such temporary work experi-
ence programs would remain the smaller part of our total effort.

However, I want to emphasize that a greatly deteriorating em-
ployment problem is not anticipated. It is not indicated by the vital
signs of the economy. I only want to state to you that in the event
of a seriously worsening circumstance, now, or at any time, this
administration will act through its manpower program to reduce
the hardships of American workers.
* Now. I would hope that the range and effectiveness of our pos-

sible areas of action might shortly be enhanced by the enactment
of the several legislative measures I cited earlier. In the Labor De-
partment our overriding concern is with the people problem and
we will be able to serve our people better when the provisions of
the Unemployment Insurance Act, Manpower Training Act, and
Family Assistance Act are available to us.

Thank you, Mir. Chairman.
(The prepared statement of Secretary Hodgson follows:)

PREPARED STATEMENT OF HON. JAMES D. HODGSON

Mr. Chairman and Members of the Committee, I welcome the opportunity
to present my testimony before the Joint Economic Committee as it undertakes
a review of the state of the economy at mid-1970.

In reviewing the economic situation, we must keep in mind two of the
major objectives of this Administration, namely,

(1) to control the strong inflation that has gripped the economy and
(2) to shift our priorities from wartime to peacetime programs.
I believe these objectives are generally agreed upon, both within the Con-

gress and the country. I believe also that they can be achieved without
widespread unemployment, which is another generally accepted goal. To these
ends, and to reflect our concern for the welfare of workers and consumers, we
must continue, to adapt government programs and policies.

My statement is in two parts. The first part deals with aspects of the
current economic situation that are the particular concern of the Department
of Labor, with some reference to the outlook for the near term future. With
your permission, I present for the record a number of related charts. The



463

second part is a discussion of Departmental policy and of programs that we
have undertaken in response to the current situation.

I. THE CURRENT EcoNomIc SITUATION

This review by the Joint Economic Committee takes place at a critical junic-
ture in the Administration's efforts to bring inflation under control.

The first stage is largely behind us. We have achieved a moderation of the
pressures of excess demand which generated serious and unacceptable price
increases in recent years. Poor productivity performance during this period
contributed to rising costs that, until recently, slowed the response of prices
to the cooling of demand.

Now, however, we are at the second stage-a transition from an inflationary
economy to an economy with less rapidly advancing prices, and with a prospect
of real economic growth. At the same time, we are continuing to shift from
a wartime to a peacetime economy.

It would be unrealistic to expect the achievement of these results without
some transitional disruptions in the economy. As Secretary of Labor, I am
particularly concerned about the effect of these transitions on the working
men and women of our Nation.

II. EMPLOYMENT AND UNEMPLOYMENT

I would like to identify some significant factors in the employment situation.
Although the growth in employment had nearly come to a halt by the close

of 1969, the Nation's labor force grew at an exceptionally brisk pace for
several months thereafter. Between December 1969 and April 1970 the ci-
vilian labor force expanded by 1.3 million. This was an unusually rapid rate
of expansion. It was a very significant factor contributing to the rapid rise in
unemployment earlier this year.

Since April, both employment and the civilian labor force have declined by
about 700,000 on a seasonally adjusted basis. One result was that by June the
unemployment rate, at 4.7 percent, had moved to the vicinity of its April level,
which was 4.8 percent.

Labor force growth appears to have reached a new phase. The earlier rapid
growth has slackened off. It is apparent that significant numbers of women
and teenagers have now either withdrawn from the labor force or have failed
to enter in the expected numbers. The only group which still shows signs of
increase is adult men, whose participation in the labor force is least likely to
be optional. An important factor in this increase was the reduction of some
300,000 in the Armed Forces in the past six months.

The economic slowdown has resulted in job cutbacks and shifts in many
sectors of the economy. The earliest reductions, toward the end of 1969, were
mostly in durable manufacturing industries. A large proportion were related
to lower defense and aerospace expenditures, lower auto sales, and the low
ebb of the housing market. Overall employment has been sustained during
this period by continued growth in transportation, utilities, nondurable manu-
facturing, trade, state and local government and other service industries.
By June, however, the strength in some of these sectors had tapered off.

It is worth noting also among what groups and in what locations the im-
pact of unemployment has been greatest. Although, initially, the defense cut-
backs sharply affected some relatively highly skilled professional and tech-
nical workers, the jobless rate of this group has remained relatively low.
Since around 'March. the rise in unemployment has been concentrated more
among blue-collar workers, especially those at the bottom of the occupational
ladder. The rate for white-collar workers rose from 2.0 to 2.8 percent and for
blue-collar workers from 3.8 to 6.0 percent between the second quarters of
1969 and 1970.

The slowdown of employment growth has had repercussions for Negro
workers. In the early phase of the slowdown, the Negro unemployment per-
centage rate rose relatively more moderately than the white rate. In part,
this reflected the fact that the service industries, in which Negroes account
for a higher proportion of the work force than in durable goods manufactur-
inz, were less affected in the earlier stages of the economic slowdown. Since
the first quarter of 1969 the Negro rate as compared to the white rate has
varied from slightly less to slightly more than a 2 to 1 ratio.
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Furthermore, the geographical impact of unemployment has not been even.
The regions that account for a relatively high concentration of durable goods
employment and of defense-aerospace jobs have been most heavily affected.
This applies particularly to the Pacific Coast, not only because of defense-
aerospace cutbacks, but also because of weakness in the lumber industry. The
Midwest. too, has had a significant rise in unemployment, especially in the
East North Central area because of its concentration on automobile and
durable-goods manufacturing. New England and the East South Central states
have also felt the pinch of defense cutbacks.

Nevertheless, the situation is not characterized by a massive layoff of
workers. The actual unadjusted figure for total civilian employment in June
1970 was 79.382,000. This level has been exceeded only in 2 months, July and
August 1969. The seasonally adjusted total of civilian employment in June
1970 was 7S,225,000, half a million more than in June 1969. However, the
growth in jobs has not matched the growth in the civilian labor force, which
was 1.6 million in that same interval.

In any review of changing economic patterns, one must take account of the
continuing flexibility and adaptability of the U.S. labor force. We count as
unemployed anyone who is not working and is actively seeking a job, so it is
of interest to note that less than half of those who were unemployed in June
had actually lost their job. Over a quarter of those reported as unemployed were
people who had re-entered the labor force after a period of neither working
nor seeking work, while the rest had either quit before finding another job
or had not previously been employed. A large proportion of those reported
as unemployed in any month were not unemployed the month before and will
not be unemployed next month. The average duration of unemployment, that
is, the average length of time the unemployed have remained out of work,
is relatively low-9.5 weeks in June-although it has risen slightly during
1970 and can be expected to rise further. Those who were jobless for 15
weeks or more constituted less than one percent of the civilian labor force.
They numbered 658,000 in June, about a quarter of a million more than a
year ago.

You may not be fully aware of the extent to which the Administration's
shifts in defense planning have already affected employment opportunities.
In addition to the 300,000 drop in the Armed Forces already mentioned, nearly
all of whom have entered the civilian labor force, there have been continuing
reductions in civilian employment attributable to the lower level of defense
procurement. In the four most critical defense industries (ordnance, aircraft,
shipbuilding, and communications equipment) employment has dropped 260,000
from June 1969 to June 1970. For the economy as a whole the drop in job
opportunities associated with defense purchases during this same year has
been approximately 400,000. This decline is expected to continue at roughly
the same rate during the forthcoming year as we continue to shift priorities.

So in summary we now have an unemployment rate hovering near 5 percent
and an average period of unemployment of 91/2 weeks. The twin objectives
of cooling the fires of inflation and shifting to a peacetime economy have
produced this circumstance. Since both of these objectives are considered
meritorious by the vast majority of Americans, their pursuit is worth some
discomfort. Nevertheless, since a rise in unemployment levels cannot be viewed
with complacency by any of us we must carefully examine the effects of this
rise and give special attention to mitigating actions.

III. EARNINGS AND COLLECTIVE BARGAINING SETTLEMENTS

During the past 12 months, all measures of employee compensation have
been rising at relatively rapid rates. During the four quarters ending in
Mlarch 1970-the latest quarterly period for which data are available-
averave hourly compensation for all persons in the private economy rose 7.2
percent. Average hourly earninas for production and nonsupervisory employees
in May 1970 were 6.7 percent higher than in MNay 1969. Despite this increase.
average weekly earnings, adjusted for the inflation induced increase in con-
sinner Prices, declined by 1.1 percent over the 12 months.

Today about one out of four civilian employees have their wages and hene-
fits determined throuzh collective barzaining. Major barraining situations.
whieh nacount for about 60 nereent of those covered by collective hargaininr,
are regularly reported. These wage settlements show an 8.6 percent average
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annual change during the 4 quarters ending in June 1970. This is to be com-
pared with the average annual increase of 6.6 percent as of June 1969.

Several points should be noted in this connection. The first is that the major
collective bargaining settlements referred to above cover only 10Y2 million out
of approximately 75 million employees. Second, only half of those covered will
bargain in 1970. The others will receive deferred increases which are usually
less than the decisions currently made. Third, most of the settlements are
multi-year bargains. This means that they often reflect attempts to catch up
with events that have occurred since the last settlement two or three years
ago. Fourth, since the settlements are generally on a multi-year basis, in-
creases in wages are now being built into the wage structure for the succeeding
two or three years. These increases will have favorable effects on the incomes
of those who are employed, but less favorable effects on costs and prices, and
perhaps on the demand for labor. Where labor cost increases are excessive,
they can contribute to unemployment, just as excessive increases in prices
create unsold inventories.

As for the immediate future, recent collective bargaining settlements have
generally reflected larger increases during the first year of the contract than
during its subsequent years. Compared to the average of S.6 percent over
the life of the contract, the first year average was 12.0 percent for the de-
cisions made during the 4 quarters ending in June 1970, and approximately
7 percent for the remaining years. Collective bargaining settlements in con-
struction have been consistently much higher than the average.

IV. UNIT LABOR COSTS AND PRODUCTIvITY

One of the underlying contributory factors to inflation has been the pressure
of rising unit labor costs. In the first quarter of this year alone, unit labor
costs in the private economy rose by an annual rate of 10.6 percent. Mlore-
over, the increase in unit labor costs has become larger during each of the
past five years, which makes it the largest and most sustained movement of
this nature in the past two decades.

Part of the increase in labor costs stems from the sharp rise in hourly
compensation, part is attributable to the slowing down and more recently
the decline in labor productivity.

The recent slowdown in productivity growth is not without precedent.
There have been other periods since the end of World lWar II when pro-
ductivity declined even more sharply. These have often occurred at the onset
of an economic downturn. The sequence of events seems to be this: first, a fall-
off in demand and shortly thereafter a cut in production, which in turn re-
sults in less-than-optimum utilization of plant and equipment and adversely
affects productivity growth.

Another factor which might have contributed to the decline in productivity
is that producers often do not at once adjust their work force to reflect fully
the lower level of demand. When business declines, a producer seldom reduces
employment as much as current production schedules might suggest, since many
workers have duties which are not directly related to the volume of produc-
tion. In addition to normal reluctance to quick layoffs, many employers have
contractual commitments such as severance pay and supplementary employ-
ment benefits which may tend to discourage prompt and widespread reductions
in staff.

Employers may also be deterred from immediate employment cutbacks by
the state of the labor market and the previous unavailability of skilled
manpower. In recent years, there have been large investments in manpower
training which have resulted in improvements in the quality of labor and,
until recently, in larger productivity gains. Following a period of tight labor
markets, employers often prefer to retain skilled workers rather than lose
them through layoffs, and then face the prospect of being unable to rehire
them. For these reasons, despite some slowing in the overall rate of output
growth during 1969. hiring for most of that year was as great, or even greater
in some sectors, than in periods of more vigorous growth.

Present information indicates an improvement in productivity may be getting
underway. It appears that in the second quarter of 1970, as a result of a small
rise in output and a decline in manhours. the growth of productivity was at an
annual rate of between 3 and 4 percent, which is closer to the normal rate
than it has been in the past year and a half.
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The fact that productivity is currently growing bodes well for the fight
against inflation. Higher productivity will reduce pressures on costs and
help to moderate the rise of prices.

V. PRICES

As everyone knows, prices have increased substantially during the past year.
The rate of increase, however, has been fairly steady rather than accelerating,
as it had been in previous years. During the past few months, there has been
some hint that the rate of advance may be beginning to decline and that we
are reaching the first stages of the deceleration process. The Consumer Price
Index, which does not measure all price changes but only those of concern
to consumers, is carefully watched. Its typical month-to-month rate of in-
crease on a seasonally adjusted basis has been 0.5 percent or less since
February, as compared with 0.6 percent late last year and early this year.
The recently announced GNP price deflator for the second quarter 1970 rose
at an annual rate of 4.2 percent, a lower rate than in any of the previous
five quarters.

The Wholesale Price Index, which often precedes movements of the coni-
modity section of the Consumer Price Index, has experienced a deceleration
much more noticeable than in the Consumer Price Index. We consider this to
be a hopeful sign. Since February, the month-to-month rate of change has
been 0.3 percent or less, seasonally adjusted, compared with earlier Increases
of as much as 0.7 percent. -Most of this deceleration can be traced to the fall
in prices of foodstuffs.

Another critical price indicator is the weekly industrial raw materials spot
market nrice index, which measures changes in the prices of 13 sensitive basic
commodities whose markets are presumed to be among the first to be in-
fluenced by changes in economic conditions. This index first increased at a
slower pace in 1969 and now has actually declined about 6 percent since Febru-
ary of this year. Changes in prices at this level in the economic structure are
important indicators of changes in costs. Thus, they often lead to changes
in prices at later stages in the process of production.

Thus, the evidence of a break in the upsurge of prices is to be found mainly
in the sensitive commodity index and the general whole sale price index.
Given the softness of demand in manufacturing, I believe that we shall not
have to wait for more than a few months before the economy begins to see
more significant declines in the rate of increase of consumer prices.

PROSPECTS

The United States economy is undergoing a transition from a state of exees-
sive demand and inflationary price increases to a state of stable and sustain-
able real growth with increased confidence in the future purchasing power
of the dollar. At the same time. we are moving steadily from wartime to a
peacetime emphasis in government programs. It is not possible to make these
changes in the economy so smoothly that no one notices it. The transition has
been accompanied by an increased level of unemployment.

I am ouite familiar with prescriptions for the cure of inflation that propose
rashly high levels of unemployment. And. I am quite familiar with some pro-
posed remedies for unemployment whose implementation would promntly put
us hack into a thorougrh-going inflation, in which expectations of still more
inflation would he reinforced by bitter experience. I do not consider either of
these to be valid approaches to the current situation. What is important is
tile mix and the strength of policies. and the actual achievement, in due time,
of a desired result.

The Administration has in fact succeeded in moderating excessive monetary
demand by persistent general restraint exercised through monetary and fiscal
policies. There are now some preliminary signs of a moderation of the rise
of prices, and all historic-l experience suggests that the easing of demand
pressures will have this result.

Ujndoubtedly, the process of transition has been and will be difficult for
many. including many workers. Tinemnloyment is not the first thing to be
mended by an economic unswing. It is important, then. that I outline in this
review the steps taken and intended by the Department of Labor toward
al1 eviating some of the effects of unemployment and in preparing the labor
foree to meet the challenges of future economic growth.
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MANPOWER AND ECONOMIC POLICY

The Labor Department is a strong advocate of the proposition that manpower
programs can serve the needs of the Nation's workforce and complement mone-
tary and fiscal policy. An active manpower policy does two things.

First, over longer periods of time, it can help create a skilled and adaptable
work force, and by improving labor market mechanisms can shorten the period
required to match unemployed men and vacant jobs. In so doing, manpower
policy restrains inflationary pressures resulting from skill and labor shortage,
at the same time it reduces structural and seasonal unemployment.

In testimony presented by Secretary Shultz to this Committee last February,
certain possible improvements in the labor market were highlighted. He dis-
cussed the manpower role in achieving reasonable employment levels and
reasonable price stability, in reducing frictional unemployment, in increasing
labor market effectiveness, in smoothing the transition from school to work,
and in reducing seasonability and intermittency so as to increase output and
reduce unemployment.

Also of considerable importance to improved labor force utilization is the
reduction of work time lost due to the high-and increasing-rate of indus-
trial accidents that occur in this country. The Administration's proposed
Occupational Health and Safety Act designed to achieve such a reduction is
still waiting action in the Congress.

Second, manpower programs must be capable of adjusting to meet the chang-
ing needs of the Nation's economy and its workers. Accordingly, we believe
that manpower programs are of considerable relevance in the present situation.

ADMINISTRATIVE LEGISLATIVE PROPOSALS

Some things can be done without legislation, some cannot. The Administra-
tion in its early months of office requested a range of legislation-various
measures-which would permit rapid response to deal with employment fluctua-
tion. Unfortunately, we do not have these measures available to us since none
of that legislation has been enacted thus far. Let me review a few of these
measures.

1. The Unemployment Insurance Act-now awaiting acceptance of the Con-
ference Report-would do several important things. It would vastly increase
the number of people protected by Unemployment Insurance and it would
provide for an automatic extension of benefits when unemployment rises.

An additional 4.7 million persons would be covered by the legislation, the
largest single expansion of coverage since the program was created. Many of
the newly covered are in lower wage and often unstable jobs. These are the
people who need the protection the most when unemployment strikes.

The "trigger" feature of the bill is specifically designed to provide rapid
response to rising unemployment. When the insured unemployment rate equals
or exceeds 4.5 percent for 3 consecutive months, the duration of Unemployment
Insurance benefits would be automatically extended by up to 13 weeks. In
addition to this National trigger, there is a specified level of unemployment
at which the duration of benefits in an individual State would be extended,
regardless of what the National situation might be. These extensions of
duration are mandatory beginning on January 1, 1972. However, an individual
State could extend duration on a voluntary basis as soon as the bill is passed.

2. A "trigger" concept also exists in the Administration's proposed Manpower
Training Act. Under our proposal, funds available for manpower programs
would be automatically increased if the national unemployment rate reaches
4.5 percent for 3 consecutive months.

Taken together, these triggers markedly increase the effectiveness of man-
power programs as economic stabilizers by strengthening their counter-cyclical
characteristics. Because training programs cushion the impact of unemploy-
ment while reducing inflationary pressures, the counter-cyclical effect could
be an especially useful aid to monetary and fiscal policy in the current situation.

Just as important as having adequate funds is the ability to spend the
money in the right way at the right time for the right need. The Manpower
Training Act provides for both decategorizing and decentralizing the adminis-
tration of the manpower program. Regardless of the needs of the time and
the nature of local circumstances, we now are forced to divide our manpower
funds among specified programs, whose form has largely been pre-ordained
by Federal statute or regulation. We know, however, that each community has
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its own distinct needs and problems, and that both the economic and the
local situation changes with time.

Defense cutbacks, for instance, are now causing unemployment in cities
heavily dependent on defense work. The general reduction in demand affects
labor markets unevenly. In June 5 major areas moved into the classification
of having a substantial labor surplus. However, there are still 29 major areas
where the labor market is still relatively tight. Different approaches are
needed for each.

A manpower system should be flexible enough to permit local officials to
adjust their programs to local needs. A manpower system should be flexible
enough to permit rapid shifts in priorities. We believe our proposed Man-
power Training Act would provide this flexibility and responsiveness.

3. The Proposed Family Assistance Act is another tool we need in our kit.
It would be a significant addition to our efforts to cushion the effect of eco-
nomic adversity on the individual. It will help those people still not protected
by unemployment insurance, help the working but low-paid poor, and assist
many not now enrolled in our manpower programs because of an insufficiency
of training opportunities.

We have proposed to Congress these measures for dealing with economic
problems of our citizens affected by economic adversity. We need Congres-
sional approval to get on with the job.

I do not call attention to these needed pieces of legislation in any spirit
of passing the buck to anybody for limiting our ability to cope with current
problems. There are still several actions we in the Labor Department can
take, are taking and have taken. I will review these shortly. However, the
proposed measures are vital both in substance and form. Their usefulness
would be enormous in dealing with our changing needs. We commend them
most urgently to the consideration of Congress.

ADJUSTING TO CHANGE

Within the constraints and funds provided by the legislation under which
we now operate, the Department has adjusted its manpower and labor market
programs to meet changed economic circumstances.
Manpower Program Adjustments

1. In view of slackened hiring, particularly in manufacturing, a sizeable
portion of 1970 and 1971 funds for the JOBS program have been reprogrammed
into areas of greater need. A considerable portion of these funds has been
used to expand institutional training programs, using available capacity in
skill centers.

2. We have also used available funds to eopand employment opportunities
for the disadvantaged in the public sector in two ways.

The program of reimbursing State and local governments for the training
costs of filling regula~r job vacancies with disadvantaged workers has been
enlarged.

A new Supplementary Training and Employment Program (STEP) was
created to provide a limited number of short term, but meaningful, work ex-
perience opportunities with public and private non-profit agencies for man-
power trainees or recent graduates of such programs who are displaced from
employment or unable to find a job.

3. In an effort to assure best use of funds, the field staff has been alerted
to watch projects carefully to spot those in trouble and shift emphasis to
shortage areas. Programs tailored to the needs of changing times is our goal.
In selecting occupations for new training programs, we plan to emphasize
areas and industries where demand still exists, and we will do more training
for skills above the entry job level so as to better assure placement in a job.

4. We have supported the appropriation of $50 million for creating addi-
tional employment opportunities this summer for youth.
Labor Market Adjustments

In addition to these programmatic adjustments, we are also taking steps
to improve the efficiency of the labor market.

1. Our Employment Service has established and is utilizing an "early warn-
ing layoff procedure." Under this procedure when a local employment office
is alerted to an impending layoff of significant proportions, a series of actions
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is set in motion: meetings are held with employers to determine the timing
and size of the layoff and affected employees are pre-registered, frequently at
the plant. Then all resources of the Employment Service, with special national
office assistance, are marshalled to provide training and job development serv-
ices. These include exchange of information on job and applicant availability
between local and out-of-area employment offices. The object is to facilitate and
speed job placement. We believe this special procedure has proven of signifi-
cant benefit to affected workers.

2. We are making arrangement for job vacancies in work done under con-
tract with the Defense Department to be listed with the Employment Service.

3. We want to increase the effectiveness of the Employment Service in
dealing with an economic downturn.

First, the employability team concept is now being introduced broadly in
Employment Service operations. It will provide a capability for developing
individual employability plans related to changing labor market conditions.
Also, present experiments in "self service," using posted job vacancies from
the Employment Service, for the better equipped and qualified clients will
free up time for others who need considerable help.

Second, we have introduced computerized Job Banks. Only one existed when
we came into office. We expect to have 66 in operation by September 30th.
The Banks speed the mechanics of re-employment of unemployed workers.

4. We have undertaken a number of pilot programs to relocate workers from
labor surplus areas to places where jobs exist. We believe we have learned
quite a bit from these projects and that they have, put us in a position to
operate a larger effort. There is provision for relocation assistance both in
the proposed Manpower Training Act and the proposed Family Assistance Act.
We think such assistance would be beneficial in facilitating labor market
adjustments.

These measures, we believe, are helping us to maintain an effective pro-
gram in the face of a slower growing economy. However, the manpower pro-
gramn could respond far more adequately to such situations if the critical
legislation now in Congress is enacted into law.

Responding to the Unexpected
We will be watching unemployment closely. We will continue to be most

sensitive to the needs of the Nation's workforce-particularly its unemployed
people. We will promptly recommend additional measures to the Congress If
they are needed.

For example, we might well consider a legislative proposal which would
extend the duration of Unemployment Insurance payments immediately, as
was done on prior occasions. Also, we would consider requesting additional
appropriations for the manpower program.

I will give a few examples of what we might do with additional funds.
The duration of institutional training might be expanded so as to postpone

entry into the labor force and provide more basic education and higher skill
levels for the disadvantaged. We would expand training for occupations where
demand remains firm even in more adverse times, such as in service and
governmental occupations.

Also, we could temporarily enlarge our program of public service oppor-
tunities, as an expansion of actions we have already taken. However, we
would still expect that such temporary work experience programs would
remain the smaller part of our total effort.

However. I want to emphasize that a greatly deteriorating employment
problem is not anticipated. It is not indicated by the vital signs of the economy.
I only want to state to you that in the event of a seriously worsening circum-
stance, now, or at any time, this Administration will act through its manpower
program to reduce the hardships of American workers.

I would hope the range and effectiveness of our possible areas for action
might be shortly enhanced by enactment of the several legislative measures
I cited earlier.

In the Labor Department our overriding concern is with "people" problems.
We shall be able to serve our people better when the provisions of the Un-
employment Insurance Act, the Manpower Training Act and the Family
Assistance Act are available to us.
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Chart I
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Chart 2
Unemployment
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Chart 3
Unemployment Rates by Occupation

(seasonally adjusted)
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Chart 4
Employment in Nonfarm Goods-Producing
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Chart 5
Changes in Employment by Industry
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Chart 6
Negotiated Wage Changes
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Chart 7

Annual Rates of Change in Wages, Productivity,
Costs and Prices--Total Private Economy
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Chart 8
Consumer and Wholesale Price Indexes
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Chart 9
Rate of Changevin Consumer Price Indexes 1965 -70
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Chart 10
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* Senator PROXMIRE. I thank both of you gentlemen for most inter-
esting and useful statements.

Secretary Kennedy, it seems that the economic problems of our
country have rarely been worse. That is, we are still suffering from
serious inflation, from high unemployment, from stagnation and
lack of growth. This morning, it seems to me, you give to us a pro-
gram which is not really encouraging. For example, you talk about
maintaining fiscal restraint and yet the heart of that fiscal re-
straint would seem to me to be holding down spending.

The President went after Congress on Saturday, as you know,
attacking us hard for increasing spending and yet the President
yesterday, as I understand it, said that he did not see that we
could reduce defense spending any further. He said we had gone
about as far as we could go in that area. 0

This puzzles me when you recognize that in fiscal 1970, a year
for which the Nixon administration is completely responsible,
we actually increased defense spending by $150 million, although
Congress cut the budget very sharply. They cut the Johnson
budget and the Nixon budget, but unobligated balances enabled
the President to go ahead and continue spending.

What is your answer to the fact that the President seems to
have left out of account in talking about restraint, spending re-
straint, this very large sector, in fact, the biggest sector of the
spending spectrum?

Secretary KENNEDY. Mr. Chairman, substantial reductions in de-
fense expenditures have been made. There is no question or doubt
about that.

Senator PROXMI1RE. They have not been made this year. I have the
figures now for fiscal 1970. They show that they have gone up about
$150 million. That is, as of the end of June 30th.

Secretary KENNEDY. One of the factors that we are having to deal
with at the present time is that substantial reductions in defense
contracts and defense employment have added to the unemploy-
ment factor. It has also been a factor slowing business in many
areas of the country, particularly the west coast area, and in those
areas that are predominantly in the defense business.

Now, there are further cuts ahead in fiscal 1971-substantial
cuts in defense. So that area of the budget, it seems to me, is
being effectively reduced.

Senator PROXMIRE. Well, I hope so, but we have before us on the
floor of the Senate coming up in a few days, as you know, the de-
fense procurement bill. It is a big bill. It is a $20 billion bill and
the Armed Services Committee has already cut the administration's
request by $1.3 billion. We hope to cut it more but we do not anti-
cipate getting a great deal of support from the administration for
those cuts.

Let me move into another sector. We talk -about holding down
inflation and yet many economists argue that the real problem is
the wage-cost increases. As you know, wage settlements have been
very high, higher than they have been in a long time. Productivity
has not increased very much. You talk hopefully about the prospects
of improving productivity and, of course, this will help greatly
if we can do that, and yet when you talk about the restraint on
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the wage front You just say we would like to have restraint but
there is no indication that the administration has any program
for getting that restraint. The President has refused to use any kind
of jawboning technique. He has generally talked about how he would
like to hold wages down to noninflationary settlements but it is not
very helpful if he does not use that powerful office of his to indicate
what a reasonably noninflationary settlement might be.

Secretary KIENNEDY. The demand factor in the economy has been
now, I think, brought into balance or corrected, so excess demand has
been taken out of the economy. We are in the period now of adjust-
ment and transition at the lower level. It seems to me that from
the corporate standpoint, with corporate profits reduced. and with
inability to pass on price increases to take care of their full costs,
they will be, I think, tougher bargainers. At the same time, the
labor negotiators and the labor unions now should be able to take
into account the fact that inflation is not an endorsed way of life,
that we are making a determined effort to reduce inflationary pres-
sures so that any settlements they might have should take that into
account. I think the productivity council will be able to focus
attention publicly on these issues. They will be able to consider
the long run as well as the short run aspects of inflation. The
inflation alert will add to that, at least from a public standpoint,
by indicating what the issues are in this.

Senator PROXMIRE. I think these are all most encouraging hopes
but they are all generalized. There is an ability on the part of labor
unions, as we have seen, to ask for wage demands and to get them.
The Teamsters have just showii us that even though excess demand
has gone out of the economy. There certainly has been a historic
ability on the part of concentrated industry to increase prices
when they are operating far below capacity and to get it. The ad-
ministration just does not have a strategy, it seems to me, to cope
with this.

Secretary K.ENNEDY. Well, the figures now are starting to show
at least in the wholesale price index, less of an increase, and this
will be reflected in the consumer level also. We also would expect,
and have seen in all adjustment periods of the past, a substantial
increase in productivity as you move up into additional production
after an adjustment process. That has been true in every economic
adjustment that I have studied.

Senator PROX;MIRE. I think that is true. That is true that we are
likely to get an increase in productivity but whether it will be
enough to overcome the enormous wage settlement is another
question.

Secretary KEN-NEDY. I thinkl
Senator PROxMILRE. I would just like to move on quickly. if I can,

to the next main sector, which is growth. And yesterday we seemed
to get from Mr. McCracken and Mr. Shultz, we get the same thing
from you gentlemen. the time has come for the economy to begin
to grow and move. W0e should not restrain it as much as we have in
the past. Yet, I do not see any real kind of a growth program.

WNThere is your program for growth? WIrhere would you say are
the principal initiatives by the administration to make this economy
begin to move again?
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Secretary KENNEDY. Well, there are in the private sector very,
very large demands. Housing is a great area. With additional funds
in the savings institutions, more availability of funds, and with in-
terest rates moving in the right direction, that should be an area
of growth.

Senator PROXMIRE. Let me just stop at that point and say housing
is one thing we have considered very, very thoroughly and as long
as interest rates are as high as they are, there just is not much
prospect for getting a great deal moving in housing. I would agree
the needs are enormous, but as you know, the mortgage rates are
just down fractionally. They are still at a level of 9.1 percent., which
seems to us to be very, very high. Even if they should go down
to 81/2 percent they would be punishing and it would be very diffi-
cult to get housing moving in anv substantial wav.

I would agree this is a most hopeful sector. You get the private
funds involved very well and we certainly have great needs but
there is no indication that the administration program is to get that
really moving in the coming year.

Secretary KENNEDY. Well, when you say really moving, that is
a term that depends on interpretation.

Senator PROXMIRE. Well, we have
Secretary KENNEDY. Housing starts were up 11 percent in June

and they are moving in the right direction now. I agree with you
that I do not see them moving up to a level that I would like
to see in the present. But it is an area of strength, at least in
demand.

Senator PROXt31RE. I would call it a weakness. I would hope it
would develop into an area of strength. It is a slight improvement
from a depression level to a deep recession level.

Secretary KENNEDY. And there is heavy demand there. As condi-
tions change it will move up.

The other point is the municipalities. All of the cities have great
demands and needs. As the monev markets improve, and that is
showing right now, the municipalities are moving in this field to
get money for needs that they have.

Now, on the Federal side of this thing. there are very substantial
supportive measures. The surtax is ended. Add that to the spending
stream, that is a significant factor. There are other areas there.
An increase in personal exemption, that was put in the tax reform
bill is in effect now.

Senator PROXMiRE. There is not any question that there are
Secretary KENNEDY. There are additional ways. You have to keep

in mind that a large share of our restrictive measures in the past have
been not only from the fiscal side, the tax side, but from the mone-
tary side through Federal Reserve policy. That has eased and more
funds are becoming available to the private and the Government sec-
tors of the market.

Senator PROXMIRE. In a sense I am afraid both of us are trying to
have it both ways. We talk about stimulating growth and at the
same time holding down inflation. It is a very, very tough kind of
thing to have to do. But certainly one area that everybodv recognizes
as a problem is unemployment. Unemployment is high. The figures
that you and Mr. Hodgson give us do not come to mean very much
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because you talk about a growth in employment. Every single month
since March employment has diminished seasonally adjusted, every
month. It was lower in April than it was in March, lower in May,
lower in June, and in a growving country with a growing labor force
or potentially growing labor force this is most discouraging.

W1,hen you stress productivity that means you are not going to get
big increases in employment as demand increases because the people
working vill produce more. They will work a little longer hours.

'Where is your program for putting people back to work under
circumstances in which the Federal Reserve Board has estimated
according to reports yesterday that unemployment could go as high
as 6 percent in 1971?

Secretary KENNXEDY. I think that would be Mr.
Senator PROXMTRE. Secretary Hodgson?
Secretary KENNEDY. I do not like to give a lateral pass here but

I think that-
Senator PROXNIIRE. Well, I meant to direct it to either one of you

gentlemen.
Secretary Hodgson?
Secretary HoDGsoN. Well, first of all, I do not believe that I would

share the Federal Reserve Board's pessimism as to where the un-
employment rate would go. But, second, with regard to where the
economy will pick up and start to provide supportive jobs, it seems
to me quite clear that if we get this Housing Assistance Act with the
assistance that that will provide in financing housing

Senator PlRox-nwRE. That bill is on the President's desk. We passed
it, the conference report is through the Congress.

Secretary HODGSON. That will speed the thing that you and the
Secretary were talking about, the housing pickup.

Senator PROXMIRE. A little. But still far below what it ought to be.
Secretarv HODGSON. Substantially. As you pointed out in your letter

to me, a few dollars here and there reap vast rewards in the private
sector and I think that is what is going to happen in that case.

Second, I think we can look upon the service industries and the
retail sectors as sources of strength. Personal savings are up. Personal
income stays high. The amount available for consumer spending is
very considerable and my feeling is that this is going to be one of
the big pickup areas as we enter the third and the beginning of the
fourth quarter.

Senator PROXMITRE. My time is up. I want to come back to that.
You gentlemen just do not seem to have a program. You seem to
think there is strength in the economy and you are relying on that
rather than any specific program you have to put people to work.

Senator Javits?
Senator JAVITS. MIr. Chairman, if I may have the attention of

both secretaries, I would like you both to answer this.
I see a common thread through both statements. I do not know

whether I am right or wrong, but I would like you to confirm it.
It looks to me as if the administration is beginning to go after the
Congress to do its duty, as a means of making major improvement.
I find with great interest the Secretary of the Treasury has a num-
ber of measures. He says this suggests the need for prompt congres-
sional action on the administration's revenue proposals, accelerated
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payment of gift and estate taxes, tax on lead additives in motor fuel,
and the approval of postal reform including rate increases.

I notice with great interest that the Secretary of Labor's presenta-
tion lists four top priority bills. The first is unemployment insurance,
which awaits but the vote in the Senate on the conference report.and
has not been brought up by the majority leadership. I hope it will
be brought up immediately. There is no reason why it should not.
Let us fight out our objection, which concerns the unionization of
agricultural employment and have it voted up or down. But that
should be on the books.

The next one is the Manpower Training Act. There I have a heavy
responsibility, as has Senator Nelson of Wisconsin. *We are working
very hard and we should be able to turn out a bill within the next
2 or 3 weeks, assuming that we get a meeting of the Labor and Public
Welfare Committee, which I am sure Senator Yarborough will give
us.

The proposed Family Assistance Act, which you refer to, has
been tied up in quite a hassle in the Finance Committee.

Again, it is the Congress' responsibility to turn it out, fast or
slow as it chooses.

The same is true of the Occupational Health and Safety Act, a
highly controversial measure in which business is taking a very
strong line against a very comprehensive bill, but again it is some-
thing where Congress can cut the Gordian knots.

Now, I do not believe that there is any reason except in the
Unemployment Compensation Act, for particularly faulting the
Congress, but I do think that a program is a national program.
Therefore, the administration has a right to turn to the Congress
and say, "you say we have no program; what about you? *We have
given you our program. If you will legislate it as we have asked,
promptly, then you will have an arguable case when you allege that
we have no program."

I would like to ask a few' questions in the limited time available,
if I may. Secretary Kennedy, you sat at the same place you are
sitting now about a year or so ago and had quite a set-to with some
of us about what was an acceptable rate of unemployment, and I
notice in your statement you now speak about "with demand no
longer excessive and unemployment in the area of 5 percent, contillua-
tion of restraint throughout this year at last year's intensity would
have had too severe an impact," and so on.

Now, are we to gather from your statement and that of the
Secretary of Labor's. who has just responded to our chairman with
respect to the same question, that the administration expects to
stabilize the risk of the country in respect of unemployment at or
around this 5 percent level and that the country need have no par-
ticular fears beyond that?

Secretary KENNEDY. What I was saying, Senator, was that as we
have moved through this adjustment into a period where inflation
expectations are now diminished, and I consider not as severe, the
time has come and we have responded by having monetary policy
more responsive or less restraining. As we increase our outlook and
productivity, and as the economy moves up, then there will be an
absorption of this labor force. But we have no way of assuring
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any particular figure of unemployment. That will be the result of-
the combined result of-all of the factors in the economy and
what I am saying 0now is that we have reached the point of adjust-
ment downward. *We are moving now to increase production and
employment and that is the thing that will be necessary and it will
not in my judgment, now cause resumption of inflationary expecta-
tions unless we go overboard with spending and too easy a money
policy.

Senator JAVITS. Mr. Secretary, may I respectfully suggest that
something more is called for, however, and that is the resolution
of the administration on this question. The administration has re-
solved to hold unemployment and the risk of unemployment in the
country to around the 5 percent level, no more. It may not make
it but at least, it must have that resolve. I say this because one of
the big criticisms directed against this administration is the fact
that it believes too much in automaticity of adjustment, and it is
not ready to throw the weight of the Government into the battle
in order to avoid difficulties and injuries to the people which result
from automaticity. Automaticity may work out all right if you can
live long enough and you want to shed enough blood and spend
enough money. But sometimes we cannot do that. The intercession
of government at all stages deals with avoiding automaticity. So,
I think it is fair to ask you, is our government-here you are, the
two responsible authorities-is our government going to do every-
thing it can to keep unemployment at a stop-loss basis of around
5 percent ?

Secretary KENNEDY. I think that is self-evident. We are making
every effort to move the economy up and to prevent that-and to
keep it at this level for as short a period as possible, a temporary
period, but again, we realize that next week there could be a figure
that we would not want to tolerate.

Senator JAVITs. But is the policy of our government directed at
considering this figure beyond which, if it possibly can avoid it, it
does not wish to go?

Secretary KENNEDY. We do not wish even this figure, but we try
to keep it down below that.

Senator JAVITS. I see. The Secretary of Labor?
Secretary HODGSON. Yes. I would like to reinforce the impression

that we are particularly sensitive to this particular subject, the
subject of unemployment. We are sensitive to it generally, though,
and not just to a single figure that exists. The question of employ-
ment and unemployment levels in this country is usually thought
of in the single term of a percentage figure. A percentage figure is
something related to something else. Well, that something else is
the number of people in the labor force and that is essentially an

iunpredictable kind of thing. One of the reasons, as I cited in my
testimony, that the percentage rose as rapidly as it did in the early
part of this year is that we had an unusually high rise of people
entering the labor force. For reasons we do not know. within 4
months we had practically an anticipated full year's rise of people
entering the labor force.

Now, in June we seem to have reversed that trend, and there are
fewer people entering than there were in the earlier period. So, we
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must consider that employment is not necessarily a single statistic,
but it is a condition.

We examine a lot of other things about unemployment in the
Labor Department. One of the things, as I mentioned, is the length
of time a person is unemployed.

Now, that length of time at present is 9.5 weeks. This has risen
only slightly during the last few months and it is quite in contrast
to the length of time or duration of time that people have been
unemployed in previous slowdowns-16 and 17 weeks, for instance,
in the 1958 and 1961 slowdown. So, we do not have a kind of ag-
gravated condition that we had at those particular times.

It seems to us that we are sensitive to this. By the terms of the
legislation that we have put forward, there are triggers in it, to
reflect our interest and our willingness to take action on the basis
of certain levels of unemployment. This shows a seriousness of pur-
pose. We have asked for this legislation not in the sense. as I em-
phasized in my testimony, of saying "Congress, get on with your
business," so much as we have asked for it in the sense of saying
"We need, we would like to have, we would profit by having, we
could do a better job if we had, this legislation." That is the basis
on which we are interested in this and I personally, as the Secretary
of Labor, and having a particular concern for the wage earners of
this country, would like to have that kind of flexibility at my
disposal.

Senator JAVITS. Thank you, Mr. Chairman. I would like to ask
the Secretary some questions about liquidity, but I will wait until
the next round.

Senator PROX-MIRE. Congressman Brown?
Representative BROWN. Secretary Kennedy, in February you ob-

served that the average maturity of the public debt had fallen by
11/2 years since mid-1965 and stood at only 3 years and 8 months.
Such a drastic decline in maturity means that the Treasury must
enter the money and capital markets more often than otherwise.
Repeated entries can frustrate the effects of fiscal policy designed
to see us have a balanced budget and reduce the need for entering
those money markets.

Can you tell us what has happened to the maturity of public debt
since February?

Secretary EENNEDY. Since that time, with the movement of time,
I am sure that it has moved down slightly, but it will be about
where it was at that time. I think it was 3 years-was it 3 years
and 7 months or 3 years and 9 months?

Mr. VOLCRER. 3 years, 7 months in February.
Representative BROWN. 3 years, 8 months.
Secretary KENNEDY. It is 3 years, 8 months now. The decline since

1965 is a reflection of the passage of time and of our inability to
issue long-term securities over this long period of time. It goes back
to the 41/4 percent interest rate ceiling that precluded the Treasury
from issuing anything beyond 7 years for a long period of time.

Representative BROWN. Do you have any suggestions which might
help increase the average maturity of the Federal debt?

Secretary KENNEDY. I think that it would be appropriate to re-
move the 41/4 percent interest rate ceiling. At this stage I would not
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intend, in the debt management process, to start to move the debt
out because I think from an economic standpoint we would want
to keep those markets open for housing and for other areas. Over
a period of time we have got to remove that ceiling in order that
we can do a reasonable job of structuring the debt.

It has not only caused us to enter markets too often and caused
problems within the market by constantly refunding, but it has
added substantially to the interest cost of the debt because those
securities that were coming into maturity all had to be refunded
at the current high level of interest rates.

Representative BROWN. When you say gradually, what specifically
do you have in mind? Are you suggesting that we raise the long-
term debt rate slightly now and the ceiling later?

Secretary KENNEDY. No. I would remove it entirely and leave
the decision with the Secretary of the Treasury as to timing when
the issues would come about. I think last year we proposed that the
ceiling be eliminated and it was not acted upon. The savings bond
rate was pulled out of that proposed legislation. *We have not re-
newed our request because the market was such that we would not
have used it, but at some time we will be back to the Congress on
this.

Representative BROWN. Do you think this would serve to achieve
the purpose that Chairman Patman is so interested in, and that is
maintaining at least some ceiling on the interest rate or perhaps
even reducing the interest rate?

Secretary KENNEDY. I think artificial ceilings of that kind just
distort markets and cause problems. *We found that to be the case
every time we have had artificial ceilings and this one is the best
example I know.

Representative BROWN. I agree with you about the artificial ceil-
ing concept but I am asking specifically if this action which you
propose would have the effect of decreasing the pressure on financing
short-term debt?

Secretary KENNEDY. Well, it would to the extent that we put out
long-term bonds under it. At the time that we would actually issue
long-term bonds it would take a certain volume of securities out of
the short-term area and put them into the longer-term area.

Representative BROWN-. So, it would relieve the pressure for short-
term debt?

Secretary KEN-NEDY. Yes.
Representative BROWN. A number of the agencies in the Federal

Government or related to the Federal Government. such as the
Federal Land Bank System and FNMIA, are not specifically con-
trolled by the Treasury when it comes to entering into the money
markets to borrow to meet their needs. Last year these combined
agencies borrowed $9.1 billion in the money and capital markets.
To what extent does heavy borrowing by these agencies foil the
Federal budget policy of reducing Federal demand on the credit
markets?

Secretary KENNEDY. I think that the issuance of the large volume
of agency securities has had an important effect on the market and
on interest rates. While we have no control over the lending opera-
tions of these agencies, we do have complete discussions with them
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and have something to do with the timing and the issuance of the
securities when they borrow. But their needs are so great that they
are in the market for a very large amount every month. That is
running now at about a billion dollars a month, is it not?

1\r. VOLCEER. A little more than that.
Representative BROWN. In effect, competing with the Treasury.
Secretary KENNEDY. A little more than a billion dollars a month

at the present time.
Representative BROWN. Would it not be preferable, for these

agencies to be connected to the Federal budgetary process by bring-
ing them under the purview of the Treasury? Wouldn't this insure
that their activities would be more in concert with your fiscal poli-
cies, wouldn't this help in maintaining reasonable interest rates or
at least, reasonable increases in the interest rates?

Secretary KENNEDY. This will be a matter under study with the
President's Commission on Financial Institutions. Also we are hav-
ing an inter-Government discussion and study of this very subject
at this time. Not with respect necessarily to bringing them into the
budget but to have a more analytical approach to it and a racking
up of these figures and we may well come to the Congress with
some recommendations in this field.

Representative BROWN. Let me suggest that the tendency is
towards reducing control by the Treasury and the Government-

Secretary KENNEDY. Right.
Representative BROWN (continuing). Of this kind of financing

and the other tendency is toward increasing amounts of pressure
on the money market from this kind of agency. In the last few
months there has been a tendency to expand the kinds of agencies,
or the kinds of purposes, which can be served by these independent
agencies in this borrowing process. I think that unless some action
is taken this may get out of control.

Secretary KENNEDY. You are precisely right. These activities have
grown substantially in recent years. It does present a real problem
and with the budget stringency, the cutting back of Government
expenditures, every one wants to get outside of the budget purview,
and at times I would almost like to get out myself, but-

Representative BROWN. I think the fact is we are not fooling any-
body.

Secretary KENNEDY. That is right.
Representative BROWN. We are certainly not fooling the money

markets because the money markets respond to the number of peo-
ple coming to them for capital financing and this kind of borrow-
ing.

Secretary KENNEDY. That is right.
Representative BROWN. I think Members of Congress recognize

what is going on here and apparently the administration does, so I
do not know what the purpose of it is.

Secretary KENNEDY. Well, you have raised a real issue and one
that we are concerned about and we are studying.

Representative BROWN. I have been raising it for some months and
will continue to do so-

Secretary KENNEDY. Good for you.
Representative BROWN (contilluifng). Until I get some kind of

response from the administration on it.
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Yesterday, wve had in our exchange with Secretary Shultz, a dis-
cussion about the changing pattern of grovernmentE spending. Wje
have had a drop in defense spending f rom, 45 percent in 1968 to 36.6
percent in 1971. 'Meanwhile our expenditures for social programs have
increased from 32 percent in 1968 to 41 percent in the 1971 budget.

Can you tell me what has happened to the real dollar spending
in this area?

Secretary KENNE'DY. We will be gflad to submit a table for the
record, but this one that I have from the budget document shows
1969. It does not show 1968; $81 billion in 1969. The 1970 figure,
of course, down here is $79,432 million. That is an estimated figure.
And then for 1971, $73,583 million which is $5 billion lower from
1970 to 1971, $5.8 billion lower.

Representative BROWX. So, the anticipation is not only a per-
centage -drop hut an actual drop in real dollar spending as well.

Secretary KFNNEDY. That is rlight. l
Representative, BRowN. In the defense spending area?
Secretary KENINEDY. That is precisely right. We will be glad to

give you those figures for the 1968-69 period and I am sure you
would like the human resource figure total, too.

Representative BRowN. I have more questions in that area, but my
time is up.

(The following information was subsequently supplied for the
record by the Department of the Treasury:)

BUDGET OUTLAYS ON NATIONAL DEFENSE. HUMAN RESOURCE, AND OTHER PROGRAMS, FISCAL YEARS 1968-71

[In billionsi

Fiscal years

1968 1969 19701 1971 I

National defense..---------------------- $80.5 $81. 2 $79. 4 $73. 6
Human resource programs 2 ------------------ 57. 4 63.6 73. 3 81.9
Other----------------------------- 40.9 39.8 45.1 45.2

Total budget outlays------------------- 178.8 184.6 197.9 200. 8

1 As estimated in the budget tar fiscal year 1971.
Includes the following functional categories: education and manpower, health, income security, and veterans' henefits

and services.

Senator PROX3MIRE. Mr. Widnall?
Representative W1DNTA1,L. Thank you, Mr. Chairman.
Secretary Kennedy , you mentioned that Congress has not yet acted

on three administration proposals to increase revenues. The tax
on lead and gasoline, the speeduop of estate and gift tax collections,
and an increase in postal rates, which together add up to about $4.5
billion in fiscal 1971.

What course will the administration take if Congress makes clear
it -will not enact any or all of these measures?

secretary KENTNEDY. I have been in touch with Chairmen Mills
and Byrnes of the House Ways and Means Committee and I under-
stand that they will have hearings fairly soon, in August sometime,
and that they will move forward with legislation in this field.

Now, that does not assure that it will go through the process of
the Senate and become law. If it is not done, of course, the budget
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deficit is larger and there it has to be compensated by, if necessary,
monetary policy.

What I would like to see is a verv tight rein on Government ex-
penditures because they have a way of creeping up.

Representative WIDINALL. In other words, you think that further
cuts in expenditures might be forthcoming as a result.

Secretary KENNEDY. I would be in hopes that we could find cuts
but that is a very difficult, painful act. To the extent that we cannot
have a strong fiscal position, then monetary policy cannot be as
responsive to the situation as we would like. That is what we need
in this climate, to add to the reserves and liquidity of the economy.

Representative WIDNALL. Would You agree that Congress has a
right to reject Administration budget proposals, that while they have
that right, it also has a responsibility to help form an overall fiscal
policy appropriate to the state of the economy?

Secretary KENINEDY. I think that there is something lacking in our
whole legislative process. I have talked a good deal to a good many
of you and I am sure a lot of you share this. You have actions upon
individual bills and each one looks desirable, and so on, and without
regard to the total or the revenue to supply the funds for the total
price. The budget tends to get out of balance on the expenditure side
very quickly. And the tax side is a very difficult side because that
takes a long time usually to get an action bill through, and so it is not
as responsive.

We have looked at expenditure ceilings and tried to get some
tie-in. I think in the long run that the Congress must-and particu-
larly in these times be responsive to the situation-take a look at
what the total is going to add up to, and not just case by case by
case and then find out at the end that w.:e have expenditures far in
excess of what we want.

Representative WIDNALL. I would certainly agree with vou on that.
Mir. Secretary.

I would like to ask this question further. Should not congressional
rejection of revenue increases and spending restraint be implicit
advocacy of an overly expansive budget?

Secretary KENNEDY. I think it should.
Representative WIDN-ALL. You mentioned a tendency all too fre-

quent in the last several years, "to spend first and try to find the
tax revenues later." Recentlv we have seen this problem aggravated
by cuts in Federal revenues while spending has increased simul-
taneously. How do you suggest we reverse this unfortunate tendency?

Secretary KEN-NEDY. Well, that gets back to the previous question,
Congressman Widnall, in trying to find a way to relate not only the
expenditures but the receipts to a total package. We review our
total program when the debt limit hearings are on. We review our
total program when the budget is presented. We talk about it when
we talk about expenditure ceilings. But we do not find a way case
by case to do it.

Now, I think that we have got to find some measure and perhaps
the expenditure ceiling would be the best way-I do not know.

Representative WVIDNALL. You suggest a spending ceiling for the
Congress with provisions for necessary flexibility?
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Secretary KENNEDY. That is what the President suggested in his
message, that it be a ceiling applied to the Congress as xvell as the
executive.

Representative WIDNALL. I think you have indicated that over the
foreseeable future fiscal policy should maintain some degree of
restraint or at least maintain ai "relatively neutral position." What
sort of range in the unified budget deficit in fiscal 1971 would indicate
that fiscal policy is restrictive or neutral?

Secretary KENNEDY. It seems to me there that in the present eco-
nomic climate the deficit that we came up with in May is reasonable.
If you increase it substantially further we get into the problem that
Congressman Browvn was talking about of the market impact, too
much Federal borrowing. agency borrowing, and so on. While you
cannot pick a figure and say this is beyond which you cannot go, I
think the thing we ought to do is reduce the expenditures to the
minimum that we can get by with and then approach it on the
revenue side.

Representative WII)NALL. My next question was going to be, would
deficits of $8 to $10 billion be too stimulative for a return to price
stability?

Secretary KENNEDY. Well, you have to bear in mind that in the
present economy our revenues are down substantially because of the
level of economic activity and you get back to the question then
of a full employment concept. I think what we would like to see
is the budget in balance in periods of strong economic activity
and low unemployment. In periods where unemployment is high, and
periods when economic activitv is on the low side, then some measure
of deficit is reasonable partly because it is lack of revenues that is
causing it. As the economy picks up, the revenues pick up and
balance out.

What we do not want to get into, because of the experience we
have just gone through with the inflationary pressure, is large budget
deficits-I will not define large-at a time when the economy is going
full speed and employment is almost over full and unemployment
is at a minimum level. That puts too much pressure on inflation and
prices and problems in the economy, monev markets. and so on.

Representative WIDNALL. How sizable a deficit would there have
to be to have vou alarmed about it?

Secretary ItENNEDY. That, again, is a very difficult o6 to answer.
I would not want to pick a number. It would depend on economic
circumstances. As I indicated, if the economy is moving at full speed
and our tax revenues are coming along at their maximum revenue
producing capacity, then very little or any deficit is a bad thing.
If you get into a position where we are in an adjustment, where
we are trying to get. the economy going up, a deficit is perfectly
agreeable to me.

The thing that I am afraid of is that we might get expenditures
too large. I do not know what that amount would be, but we would
have to watch those case by case.

Representative WIDNALL. Just one question for Secretary Hodgson.
You mentioned the fact that some 300,000 have been released from the
Armed Forces in the last 6 months. Has this had a substantial impact
on the recent growth of the labor force?
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Secretary HODGSON. Yes, it certainly has. It is one of the things
that cannot help but affect the course of the labor force. You see,
that is 300,000 more released than went in. The net is 300,000.

Representative WIDNALL. Well, are the kind of people mustered
out of the service likely to end up amongst those unemployed for
15 weeks or more?

Secretary HODGSON. I do not have any figures on that. My own
judgment is that one of the most employable persons in the Nation
today is the released veteran, and he is a person which as an ex-
employer myself I was very interested in bringing aboard as an
employee. He was usually a man that was ready to go to work.

Representative WIDNALL. Well motivated.
Thank you. My time is up.
Senator PROXMIRE. Yes.
Mr. Hodgson, I want to get back to the question I was asking

when my time expired. You responded to my letter asking you what
programs the administration has to do something about unemploy-
ment increasing to about 51/2 percent, which many people expect
it to and do something about those sectors of the country where un-
employment is especially heavy, you take it up in three principal
areas. One is improving unemployment compensation and we-hope-
fully, this Senate is about to act on that. I agree with Senator Javits
we are overdue. It is our fault, not yours.

The second point is manpower training, and the third is the family
assistance program.

Now, with regard to unemployment compensation, while this is
good and helpful, I think it is a very limited kind of a program
to cope with short-term unemployment and rising unemployment.
Manpower training is a very frustrating-the best kind of manpower
training you get is when you have low unemployment because em-
ployers will hire people and train them. When you train people
and you have unemployment and they are trained for jobs that do
not exist, that is, or jobs that are diminishing, that can be counter-
productive. The family assistance program we were told yesterday,
will not even go into effect for a year, cannot do any good until
July of 1971 to help this unemployment picture. So, what do you
really have in terms of a program to put people to work?

Secretary HODGSON. I would not write off training as you have
written it off and I will tell you why. Much unemployment is not
cyclical unemployment. It is what is known as structural or transi-
tional unemployment. Unemployment occurs while a person is looking
for a job or while he is preparing himself for another job. Even in
times of unemployment at the level we have now and greater un-
employment there are still hundreds of thousands of job vacancies
in this country, and one of the purposes of a good manpower pro-
gram is to shift its training emphasis into areas where these vacancies
exist and thereby create the opportunities there and speed people into
those sectors of the economy. That is one of the big purposes.

Senator PROxmIRE. I think that is excellent, but I think we have
to have some demand there. You have to have some need.

Secretary HODGSON. That is right and there are some areas where
there are demands and continuous
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Senator PRoxmrnRE. Let us spell that out in terms of what your
program can do for Seattle or Kenoslha, Wis., and other areas where
you have eight or 10 percent unemployment, or I understand 11 or
12 percent. 'What would alny of these things really do in a situation
like that? Most of those men are on unemployment compensation.
They have in Wisconsin already a. maximum period of unemployment
compensation.

Secretary HODGSON. One of the principal things in our programs-
not manpower but our labor market services-is to have these early
warning provisions. We provide special employment services in areas
where either unemployment is anticipated in sizable numbers or exists
in sizable numbers.

Now, we could profit there by having some relocation assistance.
We do not have that now. 'We have provision for it in both the
Manpower Training Act and in the Family Assistance Act. We found
with the experiments that we have conducted that for approximately
$800 per person we can relocate people and 80 percent of them
relocate successfully. A\e think this would be a useful thing. So,
relocation is something.

Now, you have suggested in your letter to me that we also ought
to look at the question of where we place Government business. Of
course, this is one of the purposes of the new Regulations and Pur-
chasing Board that is established by the President's Economic Re-
port. So, that is something that is being undertaken. Also, the
Defense Department's Order No. 4 circular was just revised in
June to allow for placement of additional kinds of work into areas
where there is an excess of employment and excess of facilities.

Now, these kinds of things are not readily evident on the surface,
though they are there and going on.

Senator PROXMIRE. I certainly hope they are going on because in
all these sectors. areas, I have talked to Senators from Washington,
Oregon, parts of Wisconsin, parts of Minnesota, other parts of the
country. It seems to me, we are a long way away from getting much
assistance from the Federal Government.

Secretary HODGSON. Another thing-
Senator PROxmIRE. Let me be specific in indicating wvlhat I have

in mind. W'hat is wrong with having a program on the shelf of use-
ful work, anti-pollution area, for example, the health area, the
public education area, some kind of a program that would put people
to work in the areas where we need work, we need manpower, and do
it on a substantial basis so that we, could provide work w-hich would
be in a sense anti-inflationary so, in other words, you would be
pushing people into the areas where we need personnel. Why is not
the Labor Department-

,Secretary HODGSON. That thing has the smell of sweet reason-
ableness, I must admit, because it looks attractive and there
are these areas that we know this Nation needs to give some
attention to. I am told that there are some problems with this sort
of thing. Among them are these. For one thing, on-the-shelf pro-
grams turn out to be very perishable. A program that wvas prepared
for an economic condition or for a locality that it was appropriate
for at one time turns out six months, eight months or a year later
to be frequently quite inappropriate for that time.
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Second
Senator PROXIMIRE. We know there are some of these things that

you are going to need for a long time. We are going to need people
in the health field for many, many years before we get enough. We,
know wve are going to need more actiitv and probably a lot more
manpower in the antipollution field probably for the next 50 years
or more.

Secretary HODGSON. *Well, I Ias going to say, secondly, one of the
hazards one finds in experimenting with this kind of thing is that
a locality or municipality that undertakes to employ people in this
way. frequently finds that they can then substitute for the people
that they already have. So, instead of solving a job creation prob-
lem, the new people substitute for existing people and frequently
at lower rates than the existing people are making. It is a kind of
thing, that

Senator PROXMNIRE. This is exactly why it seems to me you ought to
get into the areas where we know the need, the basic social need is
so great in terms of availability of resources.

Secretary HODGSOu-. I understand.
Senator PROX31TRE. Now. let me ask Mr. Kennedy, frankly. I am

depressed at the fact that you seem to be telling us that we should
continue to exercise a considerable amount of fiscal restraint and
you reject the notion-you seem to reject the notion of a full emplov-
ment surplus, an idea which both Mr. Shultz and Mr. zMcCracken
seemed to embrace yesterday. Are, we not exercising a kind of cruel
restraint on the economy iin the sense that we are running a sub -
stantial full employment surplus at a time when unemployment is
high and increasing?

Secretary KENN-NEDY. No. I am not.
Senator PROx3NHRE. I think the best wvay to get at this. Mr. Kien-

nedy, something that will be very useful to us and something that
no official has given us so far. is what is your estimate of what
the full employment surplus is right now?

Secretary KENNEDY. I have no specific number on the full em-
ployment, surplus. What I was saying there

Senator PROXM3IIRE. I do not wvant to interrupt you again. I do
not want to be rude. but I do think this is something which the
Secretary of the Treasury, especially you-you are a very able
man; von have two of the most able men in Government sitting
at your right here-it seems to me, if any officials in our Govern-
ment ought to have them along with the Council of Economic
Advisers, it is you. It is appalling that you do not know what the
full employment surplus is nlow.

Secretary KEN NEDY. Do you wvant to speak to that?
Senator PROXHIRE. Mr. Volcker?
Mr. VOLCKER. There are really too many numbers, Senator Prox-

iune. I think the trouble is. not that we do not have a number, but
we have too many. It is a very difficult estimate to make and every
estimator comes up with a different number.

Senator PROX-MIRE. Tell -us what your assumptions are and you
would come

Mr. VOLCKER. Preciselv-
Senator PROX3I1RE. Say full employment is unemployment at 3.8

percent.
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Mr. VOLCHER. The critical assumption iS what percentage of gross
national product or national income corporate profits are at some
hypothetical full employment level. Since estimates of that differ
over an area of 1 percent of GNP this makes a tremendous differ-
ence.

Senator PROXNLIRE. Give us a range. Anything would be helpful
so we would know what we are talking about. We want to know
whether the economy is in restraint now or if it is stimulative.

Mr. VOLCKER. Well, I think certainly you can say with the budget
outcome that we had last year, and given the performance of the
economy during the past year, we had some full employment su1 plus
last year.

Senator PROXNIRE. Well, now, how about-you Republicans are
great on history. How about the future?

Mr. VOLCEER. That depends a good deal upon what Congress
does in terms of spending programs.

Senator PROX-IrRE. Well, how about on the basis of what we are
doing-what the Administration asks us to doe Would wve be in
restraint, and if so. how much?

Mr. VOLCEER. If we had a budget of the kind that was estimated
in May, we would have a full employment surplus.

Senator PROXMIRE. How much?
Mr. VOLCKER. Well, in a-this comes back to the difficulties in

the estimate. It would range from, I think, a small one to estimates
I have seen of $10 billion or more, at least during part of the year.

Senator PROXMIRE. Do you quarrel with the argument that the
full employment surplus now during this first half of the fiscal year
would be about $7 billion and the second half would go as high as
$13 billion?

Mr. VOLCKER. Those figures seem high to me.
Senator PROX3IIRE. Our staff tells me that this is what approxi-

mately their estimates are.
Mr. VOLCKER. Well. some-
Senator PROXMIRE. Anyway, you would agree it would be full

employment surplus. You would agree present fiscal policy is re-
straining on the economy, isn't that right, even though we have a-

Mr. VOLCKER. Given the latest budgetary number. W1,hether or not
you come out with one anvwhere near that kind of magnitude or
come out with a small full employment surplus depends on what
actions are taken on the budget.

Senator PROXMIRE. Let me ask you. Mr. Kennedy, a few minutes
ago you read some figures from the budget document for national
defense. The figures for fiscal 1970 and fiscal 1971 were forecasts?

Secretary KENNXEDY. That is right.
Senator PROXMIRE. Estimates of what you expect to be spent in

the future. Now, fiscal 1970 is over and we compare actual outlays
with your forecasts. Purchases for defense goods and services went
up, as I stated earlier, from $78.6 billion to $78.75 billion, $150
million. The June economic indicators also show a $100 million
increase for the first 10 months of fiscal year 1970. It seems to me
that your forecast was wrong for fiscal year 1970, and that is wihy
I am so skeptical about claims that the defense budget has been
reduced and national priorities have already changed.
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AWvhat were actual outlays for defense in fiscal year 1970?
Secretary KENNEDY. We will have to get those. I haven't got them.

We will have them at the end of the week, next week.
Senator PROXMIIRE. You will have them at the end of next week.
Secretary KENNEDY. We will send them to you for the record, yes.
(The following information was subsequently supplied for the

record by the Department of the Treasury:)
Department of Defense (military functions) expenditures for the fiscal

year 1970 were $77.1 billion.

Senator PROXMIRE. How confident are you that defense will go
down to $73.5 billion in fiscal 1971?

Secretary KENNEDY. I have the assurance of Secretary Laird that
that is his goal and program and that he will accomplish it. And
so far he has lived up to this kind of commifment. He has indicated
that that is his objective.

Senator PROX-MIRE. He is a very fine and very honorable man, and
very able man. I know him extremely well.

Secretary KENNEDY. He sure is.
Senator PROXM3IRE. As you know, he is from Wisconsin.

[Laughter.]
As I said, the estimates were wrong last year and I-
Secretary KENNEDY. When you are estimating in that field, in

fairness, it is pretty hard to come within a few hundred million
dollars.

Senator PROXMIIRE. Finally, let me ask you, even if it goes down
to around $74 billion or $75 billion, is that your idea of a peacetime
defense budget?

Secretary KENNEDY. Well, I think that depends on an assessment
of the world problems and that is in the realm of the National
Security Council. We are having, of course, discussions in the
SALT talks. We are having a number of discussions on various
other areas of the world. Hopefully over a period of time we can
get down below that, but there is an irreducible minimum and I
don't know just where that is.

Senator PPOX3IIRE. Well, I was very hopeful when you talked
about transition to a peacetime economy, I thought we would be
able to get those figures down quite a bit more.

Mr. Brown ?
Representative BROWN. Mr. Secretary, I have been listening now

for 2 days to Budget Director Shultz and Mr. McCracken, to you
and Mr. Hodgson, and I am rather struck with the ignorance of
this administration with reference to the budget. I get the impres-
sion that you gentlemen do not know what a Democratic Congress
will do to a proposed budget in an election year.

Secretary KENNEDY. I think that is a correct statement. We are
trying, of course, to call attention of the Congress to the responsi-
bility of keeping this in some measure of balance and to be very
careful in expenditures because I think it is necessary in this
economic climate.

Representative BROWN. That does have some bearing, then, on
your answers to what may happen in the future?

Secretary KENNEDY. That is one reason we can't give you the
figures, because we haven't the appropriations bills. We don't know
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what will come. We have to just quote our previous estimates and
that is a planning document.

Representative BROWN. Yesterday Budget Director Shultz sug-
gested that the spending process was the result of an interaction
between Congress and the administration. I think you can assess
rather accurately what Congress will do to your budget if you look
at the actual spending figures you have given in light of this in-
teraction process.

I have the impression that the administration is really presenting
the Congress with a serious plan to reorder our priorities. Congress,
of course, talks a great deal about priorities. It is difficult to take
such talk seriously, however, when you reflect upon the fact that
there has been virtually no action on any of the appropriations
bills.

Secretary KENNEDY. I think that is right. We have been studying
priorities for 18 months or so and trying to reorder them into the
areas where it would be most helpful and taking away as best we
can from the defense area.

But again, that depends on the Congress.
Representative BROWN. There is a significant difference, I think,

between the 1968 budget and our current one. In 1968 the alloca-
tions for defense were substantially greater than the present de-
fense appropriation. Our spending for special programs was ex-
clusive in 1968 because of the administration's reliance on a guns
and butter philosophy. The result, of course, was a badly unbalanced
budget in 1968.

This year the administration reduced its defense spending, gave
greater emphasis to nondefense and social programs and managed
to do both within the confines of a rather responsible and balanced
budget. I think these are two distinctly different budgetary situa-
tions.

Not long ago this Congress established a ceiling on spending
which it felt the President should be obliged to heed. Shortly after
that ceiling was set Congress appropriated additional new sums
without considering the disastrous effects those sums would have
on the overall budget. Apparently we now have a kind of double
standard which leaves Congress relatively free to violate its own
economic dictates.

Secretary KENNEDY. Well, that is generally true. A tight ceiling-
it is a tight ceiling with respect to the executive side but on the
legislative side it is not.

Representative BROWN. Well, isn't that an abandonment-
Secretary KENNEDY. Rubber ceiling.
Representative BROWN (continuing). Of the vaunted congressional

prerogatives? In other words, we appropriate what we think sounds
good with reference to the problem and leave it to the administra-
tion to balance the budget.

Secretary KENNEDY. Well, it should be a joint responsibility, and
the Congress has a responsibility here.

Representative BROWN. We are debating on the House side the
reorganization plan of the Congress. Perhaps we ought to have some
legislative suggestions in this area. Because when you consider these
new appropriations in light of the revenue reduction implicit in the
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tax reform bill it is difficult 1iot to feel that Congress is abandoning
its responsibilities to the President. We seem to think we can simul-
taneously cut taxes, increase our appropriations, and balance the
budget.

Secretary KENN-EDY. It doesn't work that way. In the end it will
add up to a budget deficit unless we are controlling the parts.

Representative BROWN. Well, if you go ahead and spend ac-
cording to the appropriation.

The other choice is for the President to live within the revenues
he is provided by Congress. Especially since one of the oldest games
in this business is for the Congress to authorize huge sums and then
appropriate with a good deal more discrimination.

Do you feel that the Congress is falling into that trap with refer-
ence to the executive, that we just appropriate in a political sense
and leave it up to the administration to determine what it shall
spend in a fiscally responsible sense?

Secretary KENNEDY. Well, I think in the appropriation process
the committees do take a look at the overall. I talked to Mr. Mahon
and Mr. Bow, and others, on this very problem. But to have the
appropriations far in excess and have the executive be responsible
for cutting or reducing! that it seems to me is placing a responsi-
bilitv on the executive that is too heavy. The executive should be
able, with the Congress, to come out with a budget that would be
acceptable within narrow ranges and to be able to have it in effect,
whether a budget surplus or budget deficit, according to plan rather
than to have piecemeal action by action add up to a much larger
figure and then expect the executive to find ways and means of
just withholding payments or withholding action on legislative
matters.

Representative BROWN. That yields the economic responsibility
to the-President but, of course, it also yields the onus of the politi-
cal responsibility to the President, and when you have the Congress
in the hands of one party and the President the leader of the other
party. that political arrangement has some important implications.

Secretary KENNEDY. It has some very serious implications.
Representative BROWN. Secretary Hodgson, we discussed the vet-

erans returning from the war in Vietnam. In the past veterans'
programs have not only been designed to assist the veteran but
also to be a part of national policy. Years ago it was free homesteads
and the national policy served thereby was the settlement of the
AWest.

AMore recently we have gone into educational benefits in order
to serve the increasing technological nature of our society.

Is there any change anticipated in veterans' programs following
the war in Vietnam that would modify this assistance and also
serve as an instrument of national policy?

Secretary HoDGsoN. On the rider question, regarding the total
services to veterans, I would suggest that question be addressed to
the head of the Veterans Administration. With regard to those
services that the Manpower Administration of the Labor Depart-
ment provides to veterans, it does this on the basis of attempting
to make him employable through training and to acquaint him
with the opportunities for employment, to speed the time from
his discharge to meaningful employment.
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These services it offers to everyone, but it has a special unit
throupgh the U.S. Employment Services that gives special additional
services to veterans. So there is nothing new from that standpoint.
Anything new that would go beyond that kind of service probably
wouild come within the purview of the Veterans Administration.

Representative BROWN. 'Wle are a mobile society, but I think that
perhaps veterans just out of the service are more mobile than any-
body else in our society.

Secretary HODGSON. They certainly are. That is our finding.
Represenitative BnowxV%-. I am wondering if there is any aspect of

the job location service that you have been able to refine so that
veterans might more quickly find the location where jobs are
available.

Is there any way they are being specifically assisted in that regard?
Secretary HODGSON. One of the great things we are doing that

will assist the mobile employee, veterans or others, is the establish-
ment of these job banks where computerized job information is
available now in 55 cities throughout the country. W'e plan to in-
crease that markedly. We are starting several statewide systems. The
use of these svstems to supplv rapid information, absolutely up-to-
date information, to employers and prospective employees, includ-
ing veterans. is going to ease the problem of the mobile worker.

We are doing other things in that connection. Veterans are at the
time of their discharge asked to what area of the country they
wish to have their service records forwarded, so that their place-
ment is not just limited to their previous home or to the area of
discharge, but to any desired area in which they wish to be placed.
'We found this to be quite helpful and quite a satisfying service to
the affected veterans.

Representative Brown. Mr. Secretary. my time is up but I would
like to suggest to you that more attention be given to relating this
job information to the training that the veteran might elect to take
in a career field and also that some thought might be given to ex-
panding the veterans' careers beyond national borders and into
international service which may also serve the national interest by
employing veterans in fields that would relate to international
activity.

Secretary HODGSON. Well, even though your time is up, I will
exercise a bit. more on your behalf because there is one subject that
I am particularly interested in, and that is the placement of vet-
erans in the skills-hungry construction industry. We are mounting
a massive effort to try to get veterans who have some construction
skills or who are desirous of entering this industry, to either un-
dertake training or go directly into the industry on an on-the-job
training basis, and we think that this is going to be one of the
greatest sources of potential construction workers in the next 10
years.

Senator PROXMIRE. Senator Javits?
Senator JAVITS. Thank you very much, Mr. Chairman.
Secretary KENNEDY. I won't detain you but a few minutes, but I

did want to ask you about the liquidity crisis.
I notice that you say that there is little question that liquidity

has been strained both in the financial and the nonfinancial sectors
of the economy. Then you go on to make the following conclusion:
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In isolated cases corporations can encounter serious temporary financial
problems despite favorable long-term prospects.

Now, the liquidity crisis is tied up in my mind with a crisis of
confidence. In short, if because of a temporary liquidity squeeze
a thinly capitalized corporation goes down the drain, I thoroughly
agree it should go into receivership. That is the essence of the enter-
prise system.

But there are many companies where that is not the case and
where the problem is simply the inability to get money at a time
when banking institutions are comparing whom they are going to
serve with the limited resources. This is so even though these cor-
porations have water in their capitalization such as to justify
receivership.

It may be that putting more money into the system through the
Federal Reserve, which I gather is inherently indicated by your
statement, will ultimately produce the proper results. It takes a
little while for that to find its way through the various arteries
into the financial bloodstream.

And so I would ask you whether you would feel that as an interim
measure, as a temporary measure, it would be in the interests of
the country to do something by way of legislation to give the
United States either lending or guarantee authority in order to
deal in individual cases with this very serious problem which,
notwithstanding that it is interim, could easily bring the house
down if enough companies were wrecked as a result.

Secretary KENNEDY. I would like to make a few comments on that,
if I may. A few months ago there were indications that quite a
number of companies and institutions were having difficulty in finding
funds. Part of it had been the result of a restrictive monetary policy
over an extended period of time.

Part of it, of course, had been a changing pattern that had been
growing over the years in corporate management. They had been
relying in many ways on less liquidity and more ability to borrow
short-term funds. Some of them had perhaps overextended in short-
term obligations. Their funds had been placed into long-term devel-
opments or commitments.

But be that as it may, in recent months or recent weeks, through
the Federal Reserve's activities, the banking system has had more
funds available to it. The drain on Eurodollars has been lessened.
Their funds have increased through a change in the regulation at the
Federal Reserve which permitted them to increase the rate on short-
term certificates of deposits in the larger denominations.

It seems to me that, even with the impact of the Penn Central
failure, the market and the banking system has responded admirably
to the pressures and those were severe. The commercial paper market
has been adjusting very well. The banking system has been making
credit available to the corporations as maturities of paper came along,
and so far it has moved in a very orderly way.

That does not say, Senator, that there may not be individual cases
where something should be done. Within the Government we have,
of course, very little leeway, as we found when we started working
on the Penn Central. The Defense Production Act offered one area.

In the small business area, maybe the Small Business Administra-
tion can take care of certain things. The Federal Reserve has some.
powers.
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It seems to me this is one area we should look at, and I think we
shouldn't do it very casually but very carefully because it is not the
place of government to step in and, as you indicated yourself, to take
care of those whose earnings and whose financial operations are such
that it is a rescue operation, unless it is regulated or some kind of
industry that requires that.

So, I think it is one that we should look at very carefully. We have
been in discussion with Chairman Burns of the Federal Reserve and
we have been looking at this matter, and we will further. I will not
say at the moment that it is as serious as it was 2 or three months
ago. I think gradually the funds that have been-and are being-
created through open market operations, or through the discount
window that has been opened for the purpose of adjusting the com-
mercial paper market are doing the job at this time. But it requires
some further consideration.

In the brokerage area we are moving, as you well know, and we do
have proposals in the limited field of railroads for legislation which
would permit some action.

Now, further than that we should take a very careful look.
Senator JAVITS. Does the Secretary believe that it would be an

important contribution to confidence in the system if it was felt that
important operations-production and movement of goods and serv-
ices, and so forth-would not be stopped by any temporary absence
of liquidity? To me the grave aspect of the Penn Central crisis was
not that the Penn Central was going through the wringer in 77(b).
It was the fact that there was a danger of material stoppage of rail-
road transportation. It is the same with many other companies.

As I said before, the United States is not a guardian for security
holders who bought their stocks with their eyes wide open, with
SEC rules of disclosure, and so forth. But I think we do have the
duty as a Nation to see that a temporary liquidity crisis does not
prevent the Nation from producing and moving the goods and services
that are its life's blood.

Would the Secretary agree with that?
Secretary KENNEDY. I would agree with that. I would be very

careful, Senator, in not indicating that we have a liquidity crisis
where you could touch off more problems than we would solve in this
process. I think one danger in this, if you start a major effort in this
field, is that the psychology of it could very well in a period of
adjustment such as we are going through, touch off a lack of confi-
dence rather than an actual giving of confidence. I think it can be
done so that confidence is given and that is what you are directing
your efforts to and that is what I would like to work toward.

Senator JAVITS. Would the Secretary say that the mere fact that
we are now discussing this seriously, and that it is within the pro-
jection of governmental policy, could itself have a beneficial effect
upon loosening up the banks?

Secretary KENNEDY. I should think it would. I should think this
would have an effect of letting the banks and the financial com-
munity know that the Government is concerned. We don't want any
kind of a liquidity crisis. That causes problems. Our efforts here
are to get through with a minimum period of time of adjustment and
to as quickly as we can get back to a growth pattern where employ-
ment will increase and unemployment will decrease.
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Senator JAVITS. *Well, I can assure the Secretary that anything I
contemplate in legislation will be sure to have that character of
restoring and fortifying the confidence which we wish to establish.

Secretary KENNEDY. Thank you very much.
Senator JAVITS. Thank you, Mir. Chairman.
Senator PROX-3IIE. Mir. Widnall?
Representative WIDN-ALL. Thank you, Mir. Chairman.
Secretary Hodgson, what are the current figures on the unem-

ployed? How many in total last reported?
Secretary HODGSON. I believe, roughly 3.9 million.
Representative WIDN-ALL. And of that 3.9 million, how many are

in the category of hardcore unemployed?
Secretary HoDGSON. We don't keep unemployment on that basis.

We do have some breakdowns of the sex composition, race composi-
tion, and that kind of thing.

Representative WIDNALL. Don't vou have any kind of a compilation
that would show how long people have been on the unemployed
rolls?

Secretarv HoI)GsoN-. Yes. We have how long they have been on
Iult not whether thev are disadvantaged or hardcore or not.
If you mean by hardcore the length of time in unemployment, then
we can give you some information. I thought you meant what is com-
monly discussed in manpower as hardcore unemployed, which are
those that come from disadvantaged circumstances. Just a moment
and I will give you some figures.

Representative WVIDNALL. Disadvantaged and handicapped.
Secretary HODGSON. Right. The average number of weeks unem-

ployed, as I said in my prepared statement, at the present time is
9.5 weeks.

Then there are at the present time a group of people that have
been unemployed 15 weeks or more that we keep track of; 658.000
have been unemployed 15 weeks or more.

Representative WIDNALL. Do you have any figures on how many
have been unemployed for 6 months?

Secretarv HODGSON. 232,000.
Representative WIDNALL. Nine months?
Secretary HODGSON. No. 26 weeks or 6 months is the longest figure

we keep.
Representative AVIDNALL. Now, has that figure been mounting in

the last 6 months?
Secretary HODGSON. It has gone up, yes, sir.
Representative WVIDNALL. Do you have any comparison with 6

months ago?
Secretary HODGSON. In 1969, an average of 19.8 percent of those

drawing unemployment compensation stayed on unemployment com-
pensation until it was exhausted. That average is now running at
21.7 percent. That is slightly above last year's figure.

Representative WIDNALL. The unemployed force is constantly shift-
ing. so that many times you might have, say, 3 million unemployed
at one period and 3 months later have 3 million unemployed, but
the complexion of it would have changed completely, isn't that so?

Secretary HODGSON. That is very true, and it is particularly true
in a time of transitional unemployment like the present.
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Representative WVIDNALL. Many times the figures are more hor-
rendous than the actualities.

Secretary HODGSON. Well, they have to be interpreted on some-
thing more, as I said earlier, than just a straight percentage basis.
One has to examine some of the things that you have just examined.

Particularly we feel the average length of time of unemployment
is significant. As I mentioned earlier, 9.5 weeks is a slight increase,
but only a little more than a week increase on the unemployment rolls,
as compared with those unemployed 6 months or so ago.

In some of the earlier downturns, this period of time on unemploy-
ment was at the 16- or 17-week level.

Representative WIDNALL. I wasn't here for your entire testimony.
Did you give an estimate of what you believe the unemployed figures
will be or the percentage of the labor force unemployed?

Secretary HODGSON. No, I didn't.
Representative WIDNALL. For October 1?
Secretarv HODGSON. I didn't. In Senator Proxmire's letter to me

he pointed out that I was in one place reported as having made an
estimate that unemployment might go as high as 5.6. This is the
result of the following kind of interchange with the press.

At the time, I said I had not really the slightest idea how high
unemployment would go, that I felt it would go somewhat higher,
but whether that would be 5.2, .5.4. 5.6, I didn't think I or anybody
else could tell. This became translated into the fact that I had pre-
dicted that unemployment might go as high as 5.6.

I must tell you, Congressman. I don't know how high unemploy-
ment is going to now. I don't know this for a number of reasons:
One is that the predicting of things of this kind is apt to be highly
fallible.

The second is that unemployment is expressed in percentage terms
and as I indicated earlier, it is a percentage of an unpredictable
figure, which is the figure of the number of people who will be in
the labor force looking for work. We don't know what that figure
is going to be. So I can only estimate that there may be some slight
rise in unemployment but I do not think it can be predicted with
accuracy by myself or almost any other person.

Representative WIDNALL. In the current figures it is true, isn't it,
that there is a higher percentage of skilled unemployed workers on
the unemployment rolls than there was 3 to 6 months ago?

Secretary HODGSON. Well, one of the things that we noticed in the
layoffs occurring in the early part of this year, particularly because
of the defense cutbacks, was that large numbers of highly skilled
and technical people were laid off during that period.

However, the percentage of unemployed among that group, pro-
fessional and technical group, is only 2.4 percent at the present
time, which really isn't very high.

Representative WIDNALL. Secretary Kennedy, you analyzed the
U.S. balance of payments situation and in that you painted a rela-
tively optimistic picture of our current accounts and a pessimistic
one of our capital accounts. What do these developments imply for
our policy choices in the months ahead?

Secretary KENN-EDY. Well, I think it means that we cannot make
relaxation of the controls that we have in this field. I think it means
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that as we see the movement in interest rates that we may have some
shift of funds that we will have to be concerned with.

The area where we are putting the greatest effort, of course, is on
our trade balance. As I indicated in my statement, that is both short-
run and long-run. In that short-run period we are showing improve-
ment, very large improvement. In part it is as I indicated, the result
of inflation abroad where they are importing from us, we are export-
ing to Europe, and that could change.

One of the features that we are noticing in this adjustment period,
where we in times past have usually had a substantial reduction in
imports, in this period imports have been holding up very high.

We are moving in these areas to make sure that we do have our
financing of exports competitive with Europe or the industrial na-
tions through our Eximbank. We are also trying to get through
the Congress our DISC proposal, which has been tentatively approved
by the House Ways and Means Committee and which will give us,
I think, help in the export field from home base operations and help
employment here, too.

On the capital side, our money markets, and so on, are now more
favorable and what the corporations will do with respect to their
financing will depend on individual situations. You must bear in
mind that we now have large multilateral corporations that can
borrow in any market and they in the past, because if tight funds
here, have been borrowing in European markets for their needs on
the international operations. They can well change their programs
and policies and borrow in our markets for export capital.

For this reason, we are not able to liberalize, although we would
like to take off all restraints, but we cannot at this period of time.

Now, I am sure that Mr. Volcker who is following this very closely
may want to make a comment in this field because he lives and
breathes it every day here.

Mr. VOLCEIER. I don't think I have anything to add, Mr. Secretary,
except to note that the relative optimism that Mr. Widnall noted
about the current accounts does refer to a short-run situation. I
think this is the major problem for the longer run and the basic
answer has to be doing a better job on inflation and competitiveness
in this country.

Representative WIDNALL. Well, isn't it implied that we should
strive to maintain a high interest rate structure in order to attract
and maintain investment capital here?

Secretary KENNEDY. No. I think that there is a relative balance of
interest rates and that no longer can world rates be in disequilibria.
We found that when our adjustment was taking place and our
monetary policy was restrictive and interest rates were going up
here, it in effect pushed up Eurodollar rates and caused rates abroad
to go up.

So that there is now in the international monetary system some
balance of rates that has to take place because if our rates are low
and other rates are high, money will find that level.

Representative WIDNALL. I just have one further question. Isn't
today your birthday? [Laughter.]

Secretary KENNEDY. It surely is. This is a good place to celebrate
a birthday, isn't it?
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Representative WIDNALL. I would like to wish you a happy birth-
day. The best of health and success.

Secretary KENNEDY. Thank you.
Representative WIDNALL. And continued fine service to the Ameri-

can people.
Secretary KENNEDY. Thank you.
Senator PROXAMIRE. I think it is a very good place to celebrate a

birthday, and I think you have celebrated it very well. You have
done a fine job.

I would like to ask a question which I can't resist asking. I am
outnumbered this morning. There were three Republican committee
members here. I am the only Democrat. There are five or six or seven
very fine and able members of the Republican Administration here
fighting hard for the Republicans.

The question was asked in a vein of-I wouldn't say sarcasm, of
irony, at least, that they don't know what the Democratic Congress
will do with the administration's request for the budget restraints
in an election year. I would like to go back and point out that in the
last 26 years the Congress has cut the budget 26 times. Every single
Eisenhower budget that came before a Democratic Congress was
cut, that the Nixon budget last year was cut, the Nixon budget this
year is going to be cut again in spite of the fact that the President
is belaboring Congress for spending.

I would like to ask for your help, Mr. Secretary. I know you can't
help us perhaps in cutting the military budget or space budget or
cutting out the SST, although you tried nobly in that area, these
people in your department have, but I would like to ask you and
Mr. Hodgson to cut in another area where you can help.

Last year we cut the Treasury budget, and last year we cut the
Labor budget. We would like to -do it again, and with your help I
think we can.

Now, if you will come forward with your very understandable
feeling that we should exercise restraint and cut down Federal
spending in the area where you are responsible and ask Congress to
cut below your original estimate, if both you gentlemen will do
that, I think the Congress would be in good position to accomodate
you.

Secretary KENNEDY. I think the odds are pretty good. For one
against three you are doing very well.

Senator PROXMIRE. Well, I am serious about this. I do think if we
are going to exercise restraints, we are going to cut the Interior-

Secretary KENNEDY. That is right.
Senator PROXMIRE (continuing). State, Justice, and Commerce

Departments. We will cut them. There is every indication we will cut.
If we are going to cut the budgets, we have to get the heads of the
departments to come up and help us reduce them.

Secretary KENNEDY. We will give you help in cutting the budget,
I assure you of that.

Senator PROXMIRE. Somebody else's budget.
Secretary KENNEDY. Surely.
Senator PROxm=IRE. I would like to say to you, Mr. Hodgson, that

silent "g" is silent once again.
Secretary HODGSON. Not really. I was just sitting here wondering

how we are going to do this with mirrors. You know, 95 percent
of our budget is for these manpower programs you want us to in-
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crease, and yet we are supposed to come up here and cut the budget,
and it is going to be a little bit of a problem, but we will work at it.

Senator PROXMTIRE. That is exactly the point. Every department
has something that is important for all of us, and it is very, very
hard to make these cuts.

I would like to ask about a figure you gave in response to, I think,
Congressman Widnall or Senator Javits on unemployment. You said
unemployment wivas 3.8 or 3.9 million.

Secretary 1{ODGSON. 3.9 million.
Senator PROX31IRE. Well, what I have from your department here

is that unemployment in June of 1970 was 4.669 million. Now, those
are not seasonally adjusted. Seasonally adjusted you are right, 3.9.

'When you talk about the people that are out of work, whether
it is seasonal doesn't help them very much. The fact is that there are
4.669 million.

Secretary HODGSON. You are 100 percent right. One never knows
how people want to have that question answered.

Senator PRoxMIfiRn. Yes, I understand that.
Secretary Kennedy, I would like to return just a moment to the

question of defense spending briefly, because it is so important. In
yesterday's press conference the President said the defense budget
"has been cut" by $1.1 billion less in 1970 than it was the previous
year. But you have just told us that the figures for 1970 won't be
available until next week.

Now, was the President referring to the forecast for fiscal year
1970 when he said the defense budget has been cut by $1.1 billion
or were you inaccurate when you said the figures won't be available
for another week?

Secretary KENNEDY. The final figures are not available. I don't
know-could that be the budget estimate?

Senator PROXMIRE. This was based on forecast and estimate and
not on the basis of what is actually developed and determined.

Secretary KEN-NEDY. We will have to check that.
(The following information was subsequently supplied for the

record by the Department of the Treasury:)
The $77.1 billion expenditure total by the Department of Defense (military

functions) for the fiscal year 1970 represents a reduction of $777 million
from the total for the fiscal year 1969.

Senator PROXMITRE. All right. Just one other question: I would
like to ask you. Secretary Kennedy, in view of the administration's
often-expressed fears that Congress is going to spend too much
and as a result wve are going to be in an inflationary situation
again, how would vou feel about a proposal to give the President
the authority to raise taxes under these circumstances, and I sus-
pect the only way you could get that through the Congress would
be to let Congress lower them.

Secretary KENNTEDY. Well, I know this has been a matter of
consideration to have some

Senator PROXMIRE. Give him discretion within a certain area,
a year. 5 percent, 10 percent! surtax, something like that.

Secretary KEN NEDY. I think a strong case could be made for
such a proposal.

Senator PROXMIRE. I am serious about giving Congress the right
to reduce them because this is a congressional right we wouldn't
like to surrender.



507

Secretary KENNEDY. Well, I don't know what the administration's
position would be on it. We would have to talk about it. But my
feeling is that taxes are not now a flexible instrument for adjust-
ment in the economy. It takes too long, is too difficult, and many
times tax legislation can turn out to go in different directions
because of pressure groups and various considerations, and if there
were some way of having a percentage adjustment within some
reason, it could have been very helpful in times past and it might
in the future. At the present time it would not perhaps be used
because we are in this period of adjustment, but at some period in
the future it would be.

Senator PROXMIRE. Mr. Brown?
Representative BROWTN. Secretary Kennedy, I am fascinated by

the Chairman's comment on the fact that Congress has been so
economy minded over a period of years and I wonder if we could
get from you or from some other source comparisons of the ad-
ministration's budget proposals as they have been presented and
the action which Congress has taken wh~ich affects spending, appro-
priations, or the bills that add to appropriations spending over
recent years?

Secretary KENNEDY. Yes, we would be glad to put a table in
the record. It goes back to that old scorekeeping thing of Congress
versus the recommendations of the administration, and one of the
difficulties in a case like that is that in the course of action con-
ditions change. and you may very well have a bill come out and
then who takes credit for this, that, or the other.

Now, Mr. AWNeidenbaum is itching to say something here. He
contends that this is not the case.

Senator PROXMIRE. I always thought you were a Democrat, Mr.
Weidenbaum.

Mr. WEIDENBAUM. I am pleased to have the opportunity to correct
that. I am a loyal. long-term Republican, Mr. Chairman.

Senator PRoxmIRE. Sorry to hear it.
Mr. WEIDENBAUM. Proud to be a member of this Republican

administration.
Representative BROwN. It depends on what figures you are going

to come up with, Mr. Weidenbaum. [Laughter.]
Mr. WVEIDENBAUX. I call the committee's attention to the Con-

gressional Record for July 16th, a statement by the Honorable
George Mlahon, Chairman of the House Appropriations Committee,
in which he inserts tables showing congressional action on the
President's budget and he has a table here showing for the fiscal
year 1971, congressional actions on budget authority as of the date
of that report.

According to Congressman Mahon, the House increased the ap-
propriations requested in the President's budget by $7,486,977
billion.

The Senate was a bit more parsimonious. I will come to your
defense. sir. The Senate only raised the President's budget by
$4,335,950 billion. I would be pleased to make this available for
the record.

(The following information was subsequently supplied for the
record by the Department of the Treasury:)



SUPPORTI NG TABLE NO. 1.-EFFECT OF CONGRESSI ONAL ACTI ONS DURING THE CURRENT SESSION ON INDIVI DUAL BILLS AFFECTING BUDGET AUTHORITY AND OUTLAYS (EXPENDITURES) (AS
OF JULY 9, 1970)

[in thousands of dollarsl

Congressional actions on budget authority Congressional actions on budget outlays
(changes from the budget) (changes from the budget)

Items acted upon House Senate Enacted House Senate Enacted

(1) (2) (3) (4) (5) (6)

Fiscal year 1971:
Appropriation bills (changes from the 1971 budget):

Labor, Health, Education, and Welfare, and related agencies, 1970 (H.R. 15931, Public Law 91-204)- - - - 1 +248, 000 ' +248, 000 +248,000
Education (H.R. 16916) 2 +319, 590 +966,047 (3) +215, 000 +567, 000 (2)
Legislative branch (H.R. 16915) -- 9,394 4 -7, 540 - - -8, 750 4 -7, 000
Treasury, Post Office, and Executive Offices (H.R. 16900) -- 73, 053 - - -- 65, 000
2d supplemental, 1970 (H.R. 17399 P.L. 91-305) - - - -- 19,700 -200,300 -273, 000
Independent Offices and Department of Housing and Urban Development(H.R. 17548) - - +173,389 +1,186,796 (a) -114,650 +89,000 (a)
State, Justice, Commerce, the Judiciary and related agencies (H.R. 17575) -- 136,949 - -- 50, 000
Interior and related agencies (H.R. 17619)- -731 -4,637 (5) -3,350 -2,300 (0)
Transportation and related agencies (H.R. 17755)- -36, 235 - - -- 34, 700
Foreign assistance and related agencies (H.R. 17867) -- 665, 578 -- 150, 000 .
District of Columbia (H.R. 17868) -- 150 -150 ' -150 -150 -150 a-150 Co
Agriculture and related agencies (H.R. 17923) -- 81, 587 +727, 581 (3) +105,800 6 +635,000 (') C
Military construction (HER. 17970) -137, 763 -- 11,-0800-
Public Works and Atomic Eeergy (H.R. 18127)--20, 625

Subtotal, appropriation bills - -665,086 +2,868,097 -150 +111,500 +1,329,250 -25,150

Legislative bills with "backdoor" spending authorizations (changes from the 1971 budget):?
Emergency home financing (S. 3685) -+1, 500, 000 - - () (3)
Alaska Omnibus Act extension (S. 778) -- +851 --- ()
Navajo Road (S. 404) ------------------------------------ (+5, 000)-------------------------------------------------------
Land and water conservation (Public Law 91-308) -+30,-000 t+30 000 +30, 000
Unemployment trust fund (H.R. 14705)- 1+194, 000 +194, 000 4 +194, 000
Outdoor advertising controls (S. 1442)--(+15, 000)
Federal-aid highways (H.R. 14741) -(+26,000)
Urban mass transportation (HoR. 18185) 4 +-, 118,080.
NSLI trust fend for veterans home loans (H.R. 9476)-(7 +1, 000, 000)-__
TVA bonds (H.R. 18104) -' +3,050,080 -----------------------------------------------------.

Subtotal, "backdoor- +6, 892, 000 +224, 851 d1-224, 000

Legislative bills with mandatory spending authorizations (changes from the 1971 budget):
Additional district judges (Public Law 91-272) -- 2, 370 1 -727 -727 -2, 370 I -727 -727
Court leave for Federal employees (H.R. 12979) -() - - - (S)
Uniform relocation assistance (S. 1) ---------- (') … (6)
Employee health benefits (H.R. 16968) -- +140, 000 - - - -- 140, 000
Wage board pay revision (H.R. 17809).-4 +230, 000 - - - '+230, 000
Defense: overseas mailing privileges (H.R. 8434) - (+8, 900) - - -(+8 900)
Military lawyers retention (H.R. 4296) -(+.,00.)- (+7, 000) .(+7, 000) . -. ------..



Family separation allowance-residence (H.R. 110)1 .0.)... (+17, 7 0)) .- . (+17,7000) ,0 0 0
Family separation allowance-POW (H.R. 9486) - (- -
Air evocoation subsistence (H.R. 9654)--(+5 )- ---- -- - - - - - - - - -)--------
Dependents' health core (H.R. 8413)--+255+5---
Reserve retirement-Berlin-Vietnam (H.R. 3813) ------------------------ (A) ()

Reserve retirement-aviation midshipmen (H.R. 11265)-(a) --------- (--

Public Health Service retirement (Public Law 91-253) -- +259 +259 +259 +259 ' +259 +259

Social security (H.R. 17550) -+1, 500, 000

Family assistooce (H.R. 16311)--450, 000--350, 000-
Federal lands for parks (reduces offsetting receipts) (S. 1708, H.R. 15913)- () (8) ( - -- -() (0) (8) _____-_

Postal reform (H.R. 17070, S. 3842) - +891, 700 a +891, 706 ( a +891, 9 +891, 700 (1)

Foreign Service retirement (Public Law 91-201) -( (-) (C (8) (C) 1)

Veterans' hospital care for 70-year-olds (H.R. 693) -(+7, 000) (+7, 000) (a) (+7, 000) (+7, 000) 3)

Veterans non-service-connected benefits (H.R. 372) -(+8, 538) -(+8, 538)-

Veterans education assistance (Public Law 91-219) 10 - +185, 500 1 +185,500 +1500500 ' +169,000 ' +169, 000 +169, 000

Veterans additional $5,000 insurance (Public Law 91-291) -+45, 000 1 +45,000 +45,000 +45,000 ' +45, 000 +45,000

Veteranscompenatin increase(S. 3348) -+226,481 +114,370 +226,481 +114,370 ('

Redefine "chid"-<dependency compensation) (Public Law 91-262) -. +6,900 +3, 5 -- -+6,900 +3,552

Veterans auto allowance increase (HR. 370) -+938 -+938-
Railroad retirement (H.R. 15733) -- 7,700 (1) (a) -7,700 (I)

Subtotal, mandatory -+1, 260, 063 +1, 243, 002 +233, 584 +2, 843, 563 +1,226,502 +217,084

Subtotal, legislative bills -+8,152,063 +1,467,853 +457,584 +2,843,563 +1,226,502 +217,084

Total, fiscal year 197111 - +7,486,977 +4,335,950 +457,434 +2,955,063 +2,555,752 +191,934

Fiscal year 1970:
Approop~riation hills (changes from the revised 1970 hadget):

Frig n assistance (Puhtic Law 91-194) ----------------------------- -150 ' -150
Labor, Health, Education, and Welfare and related agencies (HR. 15931, Public Law 91-204) 1+567,000 +567,000
2d supplemental, 1970 (H.R. 17399, Public Law 91-305) -- ----------------------------- 4-153,957 '+122,203

Subtotal, appropriation bills-+412,093 -689,053

~0
-150 I-100 '-100 -100

+567, 000 1 +335,000 1 +335, 000 +335,000
-558, 637 -121,300 -84,800 -99, 000

+8,213 +213,600 +250,100 +235,900

Legislative bills with spending authorizations (changes from the revised 1970 budget):
Food for needy children (Public Law 91-207) -- - -+30,-000 '+30.000 +30, 000
Veteraes educatisn assistance (Pahlic Law 91-219) 1 +107,400 1 +107,400 +107, 400 1 +94,000 1 +94,000 +94, 000

Airports and airways development (Public Law 91-258) - - -+840, 000 - - -()

Subtotal, legislative bills -+107, 400 +107, 400 +947, 400 +124,000 +124, 000 +124, 000

Total, fiscal year 1970 -- +520,293 +796, 453 +955, 613 +337, 600 +374,100 +359,900

I Reflects conference or final action for comparability.
a $425,000,000 budget authority S$21

2,000,000 outlays) for impacted area school aid. carried
in budget as "proposed legislation,' is regarded as budget appropriation request for scorekeeping
purposes although no formal amendment has been transmitted.

a Subject to or In conference.
4 Committee action.
A Pending signature.
8 Does not reflect outlay effect of $20.000 payment limitation.
7 "Backdoor" refers to budget authority and outlays provided in basic legislation not requiring

further appropriation action.

5 Not available.
9 Reflects retroactive pay and M-year delay in rate Increase.
'° Congressional increase of $185,500,000 subsequently included In budget amendment (H. Doc.

91-312).
1l Excludes actions taken in previous session, shown in parentheses above.
12 Does not reflect provision of $300,000,000 for food stamp program to be charged against 1971

Agriculture appropriation bill. Reflects points of order on the floor against foreign military credit
sales and emergency school assistance.
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Representative BROWN. I have known Chairman Malahon for about
30 years, somewhat longer than I have known Senator Prosmire, so
I must say that my tendency is to ride with Chairman Mahon,
altlough I am not on his committee. Maybe I ought to be more
interested in riding with Senator Proxmire on this issue.

As a relatively new member of Congress I have to observe that
the Chairman of the committee is never outnumbered. [Laughter.]

So I should be very careful. But I would like to get from the
Treasury-maybe I ought to take a non:partisan source-the Joint
Committee on Reduction of Federal Expenditures. Maybe we can
get some information from them, too, and see if we can resolve
this argument.

Secretary Hodgson. may I get into another area to follow along
Mr. Widnall's questions: The statistics on emplovment-we have
a subcommittee in this committee that is supposed to go into that
and it may be inappropriate for me to get into the question in too
much detail-I would like to ask vou what do you do with wives
who lose their jobs and then decide that they are not going to seek
employment after their unemployment compensation runs out, or
conversely, with a wife who decides to seek employment who actu-
ally is in the labor market. actually seeking a job. but dosn't regis-
ter with the United States Emplovment Service?

What do you do with a veteran out of service who lays off for
a few months and decides he is going to go to school, take advantage
of his GI bill of rights? WAhat do you do in fact with students who
are in school and quit to join the labor market or quit school to join
the service and actuallv are in the labor market picture?

How do you resolve those problems in the statistics that you have?
Secretary HODGSON'. Any country that is trying to measure what

its unemployed contingent is has the problem of making decisions
in this kind of thing. In the United States a person must be able
to work and looking for work to be listed as in the work force, and
if they are able to work and looking for work and are not employed,
then they are counted as unemployed.

So you can see there can be categories of people that are not in-
cluded in that figure who yet are actually unemployed. and the
contention is frequently made there mav be some in that figure
who indicate they are able and looking for work but who reallv
aren't. and thev possiblv aren't unemployed in the traditional sense.

So these. things to some extent balance each other out.
We think over the years the way we have measured the unem-

ployed in this country is about as accurate and as well done as anv
Nation in the world is doing.

Representative BROWN. What is the degree of accuracy? *What
is the give or take range?

Secretary HODGSON-. I will ask Mr. Moore. I brought with me
Commissioner Moore of the Bureau of Labor Statistics, who is our
economist in residence in the Labor Department, and he will give
you the answer.

Mr. MOORE. Well, I would first like to add to the Secretarv's
answer regarding people who have been discouraged by the job
market and are not seeking work because they think they can't find
work. We do collect statistics on people who want a job and have
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been unable to find it and have dropped out of the labor force for
that reason, and the figures I have seen recently show something
over 500,000 in that group, according to the most recent count, but
it has not increased appreciably over the last year or so.

It has remained in the neighborhood of 500,000 to 600,000 in
almost every survey that we have taken.

There is that large number of people that have become discour-
aged in their efforts to find' a job.

Now, on the matter of accuracy, we do publish. figures on the
sampling error or sampling variability of the unemployment sta-
tistics. I don't have them at hand. I would certainly be glad to
supply them for the record. But they do reflect the fact that the
unemployment figure we get, and the employment figure as well,
is based on a sample. It covers about 50,000 households in the
country every month, which is a pretty large number, so we think
we do get reliable estimates from such a large sample. But it
doesn't cover the millions of people that are actually employed or
unemployed. It is a sampling procedure and, hence, it is subject
to error for that reason.

(The following information was subsequently supplied for the
record by the Department of Labor:)

TECHNICAL NOTE ON SAMPLING VARIABILITY OF UNEMPLOYMENT RATE

The range of sampling error of the overall unemployment rate is related
to the statistical reliability that is required. The more stringent the require-
ment is, the wider is the range of sampling error. The sampling distribution
is such that one 'standard error" gives 6S chances out of 100 that the overall
unemployment rate will be within the error range of plus or minus 0.1 per-
centage point. Within the Bureau of Labor Statistics, it is customary to use
90 percent confidence limits; in this case, there are 9 chances out of 10 that
the rate will be within the range of plus or minus 0.16 percentage point. That
is to say, a change must exceed 0.16 percentage point to be deemed significantly
statistically. However, the statistical reliability of the overall rate in any
one month must also be judged in the light of other economic developments.

Representative BROWN. That is to confirm what you have in
available statistics, isn't that correct?

Mr. MOORE. No. That is the basic source of the unemployed per-
centage rate which is from the sample survey that the Census
Bureau conducts.

Representative BROWN. But the range of error in that-what is
the range of error? In other words, when we say there are 3.8 or
4.2 percent, or 4.9 as opposed to 5.1 percent unemployed, how right
is that? How manv decimal points do we really work that out to?

Mr. MOORE. Well, I would say it is within a very few decimal
points. One of the reasons for error, besides the sampling, is that
we do make adjustments for seasonal variations. The number of
unemployed regularly is larger in the summer months than it is
the rest of the year, and, to get a better estimate of the long-run
situation, we eliminate those seasonal variations as best we can. We
can't do it perfectly at the time, so we revise the seasonal adjust-
ments the following year, and that may make for a few tenths of a
percentage point difference in the published rate. But it is limited
to a few decimal points.

Representative BROWN-. One of the things that happens in Federal
employment is when a GS-11, say, loses his job in an RIF pro-
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cedure of Federal employment cutbacks, the law provides that if
there is a job available for him. he can hold his salary at a differ-
ent kind of job. a lower level job. for a period of time.

So he may have a GS-11-whatever GS-11 is now, $13,000 or
$14.000 a year-filling the slot of a GS-3 or GS-4 at $5,000 or
$6,000 a year, compensated at his previous rate but actually doing
less sophisticated work, and I would assume that this happens in
the private area, too.

Now, is that in anyway covered in the statistics that are available?
Secretary HODGSON. In the private area that process is usually

known as red circling. In red circling you are in a job but you aren't
performing the full range of skills required by that job but you
are still being paid at a previous rate, so that is the term that is
used for that.

The question is, does that kind of pattern show up in the un-
employment statistics. No, it does not. I would like to say. Con-
gressman, I am interested in the fact that you have this subcom-
mittee. We in the department are very concerned about the unem-
ployed, who the unemployed person is, where he is, what patterns of
unemployment exists, what can be done about it, and we would be
very happy to work with you extensively in trying to exchange in-
formation and piece together whatever additional data would be
helpful to you.

Representative BROWN. Thank you very much. My time is up.
Senator PROXMIRE. Mr. Widnall?
Representative WrDNALL. Nothing further.
Senator PROXMIIRE. I just have a couple of more questions.

The hour is late and I know that Secretary Kennedy is enjoying
spending his birthday with us, having a birthday party with the
Joint Economic Committee, but I guess we can overdo it. So I will
make

Secretary KENNEDY. I can't eat cake because it is too fattening.
Senator PROXMIRE. Well, speaking about being too fattening, Mr.

Weidenbaum, I want to get back to your
Mr. WEIDENBAUM. My wife says the same thing. [Laughter.j
Senator PROXMIRE. The figures you gave us are what Mr. Mahon

put in the budget for budget authority for fiscal 1971 on the one
hand, and you didn't mention the actual enactments, what the
actual enactments are. In budget authority there are three big items.
One is the Emergency Home Financing Act which the House passed
at $1.5 billion. We just finished conference. I was on the conference.

The Senate had a different approach which the administration
enthusiastically supported. The Senate prevailed and I think you
will find that President Nixon will enthusiastically sign that bill and
he favors what is provided in that.

Mr. WEIDENBAUIM. Yes.
Senator PROXMIRE. Now, the second big item is urban mass trans-

portation, $2 billion. Now, this is-it is true this is also-it passed
the House above what the President requested but it is for a long
period. It is over a ten-year period.

Then you come to TVA bonds, $3,050 hundred thousand and that
also is something which I think both of us would agree is not of
the same nature of expenditure as the general appropriations are.
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Wihen you come to appropriations, actual appropriations enacted,
it is true that the Congress is now $191 million over the President.
That is $191 million and we haven't begun to consider the defense
budget which we have cut in the past, and I am sure we are going
to cut again, and the Armed Services Committee in the Senate has
cut very sharply, more than a billion dollars below the President,
already.

So I think when all these are added up we can still make the
case in 1971 we are below the President. And you haven't touched
the fact that 25 years of Presidential requests, the Congress has
in every single year been below the President.

Mr. WEIDENBAUBT. I suggest, Mr. Chairman-you now have my
copy. I am at a disadvantage.

Senator PROXMIRE. That is the reason I asked for it [Laughter.]
MrI. WVEIDENBATIM1. Would you look at the table for the fiscal year

1970 that Mr. Mahon inserted? It is directly below-it is the bottom
part of that table. I think if my memory holds me correct, that the
Congress did increase the President's request a bit in 1970.

Senator PROXMIRE. Well, the totals that we have used again and
again, and Mr. Mahon seemed to support that, every Republican in
the Senate agreed, that we had cut the President's request overall
by $5.5 billion in 1970.

S'r. WEIDENEBAU. I must recall at the time that the Administra-
tion first made the cuts in the program, Secretary Laird first an-
nounced the massive reductions in the defense budgets and then only
because of delays in the appropriations process, later on were the
reductions in the defense appropriations forthcoming.

In a sense you could say, I believe, that they ratified the reductions
in defense spending made previously by this administration.

Senator Pitoxirki. Well, we could argue on and on. My feeling
was that Secretary Laird recognized the inevitable [laughter] and
I would like to give credit primarily to Mr. Mahon. Mr. Maholn made
it clear that he was going to act and use his very great influence in
the House to cut the defense budget. He did cut it, very, very sharply.
We cut it a little bit further in the Senate, but he deserves the
principal credit.

The fact is, however, on the basis of the bookkeeping which the
administration seems to accept, we did cut sharply below the Presi-
dent's request last year, and it is interesting that you have a table
here which indicates somehow that we are above it.

It is the first one I have seen, but I would like to go into and
consider that more thoroughly.

I am advised that no other administration official has had the
ingenuity and perspicacity. I suppose it is because it is Secretary
Kennedy's birthday that you gave him this present.

*Well, if there are no Turther-Air. Brown suggested the chair-
man is never outnumbered. The one thing the chairman can do is
end a meeting.

So. having had the last word, I will say that we will reconvene
tomorrow morning at 10 o'clock to hear three very distinguished
economists.

(WN\hereupon, at 12:50 p.m., the hearing recessed, to reconvene to-
morrow. at 10 a.m., Wednesday, July 22, 1970.)



APPENDIX

(The following additional questions posed by Chairman Patman
and answers thereto were subsequently supplied for the record by the
Department of the Treasury:)

Question 1. The recent bankruptcy of the $7 billion Pennsylvania Railroad
and the reported high liquidity problems of many other businesses raises a
serious question of whether we should have a special way of providing fian-
cial help to businesses that find themselves in trouble by reason of tight
money, whether or not these businesses are big or small. I have in mind
something generally similar to the old Reconstrmction Finance Corporation
but not necessarily like it: an institution that would if credit is not available
locally through financial institutions be able to extend help in the form of loans
at reasonable rates of interest. Is it your opinion that we should have such
a Federal National Development Bank, or similar institution?

Answer. The question of adequate liquidity for basically sound firms is one
to which both the Congress and the Administration should give attention, but
it would be inappropriate to conclude either that the economy faces big trou-
bles from this source or that current or proposed facilities are inadequate
to deal with the problem.

In the latter respect, the powers now held by the Federal Reserve System,
the Small Business Administration, the Defense Department under the Defense
Production Act, and other authorities should be carefully evaluated before
new departures are proposed. The Administration's proposal to guarantee
loans to railroads is a worthy example.

Thus far, the private financial system-particularly the commercial banks-
has been able to finance sound credits in a satisfactory manner. Their ability
to do so has been greatly aided by Federal Reserve actions with respect to
discount policy and in relaxing Regulation Q.

Before additional steps are taken, a number of important questions will
have to be thought through. For example-

How far does Government responsibility extend when part of the diffi-
culties of a firm appear to stem from the Government's regulation of
that industry? To what extent should "de-regulation"' be considered?

Is any effort to 'bail out" such firms properly viewed as an effort to
protect its owners, managers and creditors? Or can other public interest
factors be identified and, if so, how?

If the Government assumes "bail-out" responsibilities, it will insist upon
protecting itself through some type of reporting and/or regulation. To
what extent can these activities be carried out without undermining the
very strength of our free enterprise economy?

What are the budgetary implications of establishing such a facility?
How could such a facility be established in a manner that would not

impair the proper adjustment process as the economy shifts from one
stage of activity to another?

These are only a few of the difficult questions that arise.
Question 2. Is it your view that interest rates at the present time are too

high? If so. what are your recommendations to lower these rates?
Answer. There is no doubt but that the overly rapid expansion of the economy

after 1965 pushed interest rates to levels that are too high. Rates will come
down as more and more people are convinced of the Administration-s deter-
mination to stop inflation. The increasingly evident signs that the anti-infla-
tion program is working have in recent weeks contributed to strength in bond
markets. (See table.)

The Congress can join the Administration In its fight against inflation by
joining with the President in his efforts to maintain fiscal responsibility.
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MAJOR INTEREST RATE SWINGS IN 1969 AND 1970

1969 yield range 1970 yield range
Latest

High Low High Low 1970

Date Yield Date Yield Date Yield Date Yield y 31

Treasury bills:
3 months -Dec.29 - 8.08 Apr.30 - 5.87 Jan. 16 - 7.93 Mar.24 - 6.08 6.38
6 months -do - 8.09 do - 5.96 Jan. 5- 7.99 Mar.23 - 6.18 6.48
12 months -Nov. 24 - 7.86 Jan. 16 - - 5.86 Jan. 30 7.62 Mar.25 -6.22 6.53 ;

Treasury coupons:
I year -Dec.29 - 8.40 Jan.20 - 6.16 Jan. 2- 8.28 -do - 6.73 7.00
3 years -do 8.51 -do 6.02 Jan. 7- 8.42- do 687 7.51
7 years -do 7. 77 Jan.16 6. 09 May 26 - 8.12 -do - 6.98 7.56

Federal agency:
I years -Dec.30- 8.76 Jan.20 - 6.33 Jan. 2- 8.75 -do 7.50 7.58
3 years -Dec.31- 8.55 Jan.28 6.53 do - 8.54- do 7 75 7.95

New Aa corporation bonds: (Treasury series) I -Dec. 5 - 9.29 Jan. 24 - 7.27 June 19 - 9.90 Feb.27- 8.72 2 8. 98
New municipal bonds: (Bond buyer series) -Dec.18 - 6.90 Jan.23 - 4.82 May28 7.12 Mar. 12 -5.95 6.40
New home conventional (FHA series) -December - 8.35 January - 7.53 March -8.57 January 8.54 a 8.54

1 Series based on issues with no-call protection, for 5-year call protected issues deduct (at present time) approximately 25 basis points.
2 Preliminary.
3 June.
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Question 3. Our housing industry is in a serious state of depression and we
are falling far short of our housing goals-goals that a few years ago were
set forth as fundamental to our national interest Under present interest
rates, a person who buys a $20,000 home with a traditional mortgage term
of 30 years under present rates of interest would be compelled to pay not only
the $20,000 for the home but $38,000 for the interest, a total of $58,000. It has
been proposed that in order to channel more vitally needed funds into housing,
some provisions be made for utilizing pension funds. I have introduced a pro-
posal in the Congress that would require them to invest a small percentage
of their assets in a public bank which in turn would be able to make housing
loans. What is your opinion of some such means of using pension funds?

Answer. The administration has been vigorously pursuing a wide range of
policies to improve the availability of funds for home mortgages. Federal
agencies and Government-sponsored institutions provided $8.7 billion to the
residential market last year. During the first quarter of this year, their
activities financed slightly more than 60 percent of the entire growth in
residential mortgages.

We have initiated a voluntary program under which pension funds, com-
mercial banks, and other investors are being encouraged to increase their
mortgage financing operations. Those institutions have pledges to channel
about $2 billion of additional funds into home mortgages. We believe such
voluntary cooperation by a wide range of investor groups is preferable to a
legislative requirement that certain of these groups invest a fixed percentage
of their assets in a particular type of housing security. Experience has shown
that such rigid requirements lead to serious distortions in the allocation of
resources.

Moreover, on May 19 we offered $400 million of mortgage backed securities,
which are guaranteed by the Government National Mortgage Association and
are especially suitable for investment by pension funds. We are hopeful that
this approach to encourage pension funds and other investors to broaden their
participation in the mortgage market will help to effect more stable and
healthy conditions in home finance.

Question 4. Under present law, Delaware corporations are able to partici-
pate in far reaching mergers and formation of conglomerates and to get around
state laws on such questions as branch banking and other reasonable limita-
tions. Should not the Congress take some action to restrict the power of such
corporations in order to bring them more in conformity with the laws of the
states in which they operate?

Answer. The Department of Justice has provided an answer to this question.
Question 5. Unemployment is already too high and is in danger of in-

creasing further. Millions of people have been thrown out of work. What
in your opinion should be done to alleviate unemployment?

Answer. Current levels of unemployment are reflecting the effects of two
difficult adjustments. The economy is recovering from a most severe inflation.
At the same time, we are successfully making the transition from a wartime
to a peacetime economy. Over 400,000 military and civilian employees have
been released in the past year from our armed forces, and defense cutbacks
have led to a reduction in the labor force of defense plants by 300,000. The
transition to a more civilian-oriented economy is surely welcome to all Ameri-
cans. But it does cause some temporary hardships and complicates the tasks of
economic policy.

In addition to the general tools of economic policy and adjustments that
have been made by the Department of Labor in its manpower and labor
market programs, two special legislative steps need to be taken promptly to
ease the transitional burden of unemployment:

Legislation to expand and strengthen the unemployment insurance
system.

The proposed Manpower Training Act which would automatically in-
crease manpower training funds at times of unemployment

Question 6. What should be done about the trend toward forming one bank
holding companies? Do you believe this should be restrained? In view of the
fact that banks are franchised by public authority to carry out monetary
functions that are basic legislative powers, should they not be required to
stay exclusively in the banking business and not be permitted to engage
in other forms of business and in effect go into competition with their own
depositors?
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Answer. We see no reason to stop the formation of one-hank holding com-panies, but believe strongly that such companies-and especially their acquisi-tions-should be brought under Federal control. To this end, the Administra-tion in March 1969 submitted a comprehensive proposal designed to draw afirm but reasonable line between banking and commerce.
Last year the House passed one-bank holding company legislation that wasfar too restrictive, and which would harm financial consumers because of itsanti-competitive thrust. Recently the Senate Banking and Currency Committeevoted to report a bill which, although not consistent in its particulars withthe original Administration bill, would effectively bring one-bank holdingcompanies under Federal regulation. We hope very much that the ultimateoutcome of Senate action and the following conference will be a bill closerto the one originally proposed by the Administration.
The question of the source of banks' monetary functions and whether theyshould "go into competition with their own depositors" is beside the point.The question is what sort of structure and regulation would best serve thepublic interest, especially the needs of financial consumers.
Question 7. What do you believe to be the best course of action to dealwith the inflation that now afflicts our economy so badly?
Answer. I explained in my July 21 statement before the Joint EconomicComnmittee that, while the inflationary process unwinds, it is particularly im-portant that fiscal and monetary policy continue to play a stabilizing role.Continuation of the present directions of fiscal and monetary policy throughoutthe remainder of the year would seem to be the indicated course of action.For the time being, the responsibility of the executive and legislative branchesis to keep fiscal policy in a relatively neutral position. Above all, fiscal policyshould not veer off on a sharply expansionary course with the consequentstrains this would place on the credit markets.
Signs of better productivity performance are coming into view. Given somedegree of restraint in wage demands, this should lead to a substantial lessen-ing of cost-push pressures. The usual process can be assisted by the "inflationalert" and Productivity Commission recently established by President Nixon.
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Washington, D.C.
The Joint Economic Committee met, pursuant to recess, at 10:03

a.m., in room S-407, the Capitol Building, Hon. Wright Patman
(chairman of the committee) presiding.

Present: Representatives Patman, Moorhead, and Conable; and
Senators Proxmire and Javits.

Also present: John R. Stark, executive director; James W.
Knowles, director of research; Loughlin F. McHugh, senior econo-
mist; Richard F. Kaufman, economist; George D. Krumbhaar and
Douglas C. Frechtling, economists for the minority.

Chairman PATMAN. The committee will please come to order.
In the last 2 days we have heard from the chief economic and

fiscal advisers of the Executive. Today we once again ask a panel
of eminent private economists to assess the appropriate economic
policy mix for the present and near-term future. I should amend
that statement to note that one of the panelists today is also senior
consultant to the Treasury Department.

I must say that I, for one, have become more convinced as these
hearings have proceeded that we have not yet found a solution to
the major economic problems facing us today. As I recall, not one
witness could assure us that we have the serious unemployment prob-
lem under control; we have unnecessarily lost billions of dollars
of real output: inflation has not been brought under control; and
we are still choking off vitally needed housing and public facilities
with usurious interest rates.

We have with us today Dr. Gardner Ackley, former Clhairman of
the Council of Economic Advisers and U.S. Ambassador to Italy
in the Johnson administration; he is currently professor of economics
at the University of Michigan; Dr. Paul Samuelson, professor of
economics at MIT and one of the most renowned economists in the
world; Dr. Henry Wallich, professor at Yale, also a former member
of the Council of Economic Advisers and, as I have already men-
tioned, presently senior consultant to the Treasury Department.

Professor Ackley, I ask you, and the other witnesses, to confine
your opening statement to, say 20 minutes, if you can do so without
doing violence to your text. The full text of your prepared state-
ment will be placed in the record.

Dr. Ackley, you may proceed, sir, in your own way.
(519)
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STATEMENT OF GARDNER ACKLEY, PROFESSOR OF ECONOMICS,
UNIVERSITY OF MICHIGAN

Mr. ACKLEY. Mr. Chairman, it is a pleasure to be back before this
distinguished Committee. I shall indeed confine my remarks to a few
minutes. My prepared statement would take much longer than that
and I shall appreciate having it put in the record.

Chairman PATMAN. Yes, sir. It will all go in. If you desire to enlarge
upon your prepared statement when you review your transcript, you
may do so by inserting anything additional that you desire to insert.

Mr. ACKLEY. Thank you.
My prepared statement addresses itself to two policy questions:

First, the appropriate posture for monetary and fiscal policy; and
second, the contribution of voluntary methods of wage-price stabiliza-
tion to the fight against inflation.

Given the agreed economic outlook-and I think that in its broad
outlines it is pretty well agreed at this point-my conclusion about the
appropriate posture for monetary and fiscal policy is that we should
have more easing of the combined impact of monetary and fiscal
policy than we have yet seen.

With respect to fiscal policy I should like to call the committee's
attention to some words contained in the statement which President
Nixon made last Saturday. He said as follows, and I quote:

In raising the issue of budget deficits, I am not suggesting that the Federal
Government should necessarily adhere to a strict pattern of a balanced budget
every year. At times the economic situation permits even calls for-a budget
deficit. There is one basic guideline to the budget, however, which we should
never violate: Except in emergency conditions, expenditures must never be
allowed to outrun the revenues that the tax system would produce at reason-
ably full employment.

Now, with minor qualifications, that is a prescription for fiscal
policy that I think makes very good sense. Applying that prescription
of the President's, I would like to make three points.

One, the budget for fiscal 1971 is now estimated to produce a surplus
of $13 billion under full-employment conditions. I suggest that that
is not an appropriate budgetary posture for an economy in which there
exists currently a gap of about $40 billion between our productive
capacity and our current rate of production, a gap which is likely
to rise to perhaps $50 billion during fiscal year 1971. That is not, in
Secretary Kennedy's terms yesterday, a "neutral budget." And I
would suggest that the administration now ought to stop berating the
Congress if it fails to pass all of the suggested tax increases that it has
proposed, and/or if the Congress should increase some appropriations
above the President's recommendations. And I suggest, Mr. Chairman,
that congressional leaders might appropriately stop taking pride in
the fact that they are cutting budgets more than the administration.

If the gap, between our potential output and our actual ouput in
fiscal 1971 should be $50 billion, the short-fall of actual revenues below
full-employment revenues would be at least $15 billion. If the actual
deficit is no greater than that, then the full-employment budget would
be in balance, which is the best suggested by the President.

Second, I would hope that the Treasury would stop talking about
proposing new tax legislation in 1971: Income tax or excise tax or
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value-added tax. Given the outlook for the economy, there appears to
me at this point little need or justification for a major upward change
in our tax rates. It could be justified, it seems to me, only if the
economy recovers substantially faster than any economist I know
expects; or if our expenditures on social programs should increase
more rapidly than I now expect.

Third, on several occasions the President has berated his predeces-
sors for having run a deficit which he says was cumulatively $57
billion during the 1960's, and that this $57 billion cumulative deficit
is responsible for all of our present problems. I would hope in view of
what he said on Saturday that he would stop referring to this $57
billion deficit. Perhaps he has not been informed that, applying his
test, there was a cumulative surplus for the decade of the 1960's of
$31.4 billion in the full-employment budget.

To be sure, this is on a calendar-year basis. The President was using
fiscal year figures. There is not that much difference. This is based on
the national income accounts budget, while the President was using
the total budget. But the national income accounts budget is the appro-
priate one for analyzing the impact of the budget on the economy.

The President's rule about no deficit in the full-employment budget
was indeed violated three times in the 1960's, in 1966, in 1967, in 1968,
with cumulative full-employment deficits in those 3 years totaling
about $23 billon. These deficits were inflationary. They should have
been avoided. But for the rest of the decade-seven years-there was
a cumulative surplus of $56 billion in the full-employment budget.

On monetary policy, judging by the press, Paul McCracken said to
this committee essentially what I would want to say. Given the present
economic situation, I believe that the Federal Reserve should be acting
in such a way as to keep interest rates trending downward, to assure
generous finance for housing, and to supply the needed rebuilding of
liquidity. And if this requires an increase in monetary aggregates at
a rate in excess of some theoretically predetermined established level-
and I think that it does-then I say let it.

Second, I want to say a few words about the contribution of volun-
tary methods to price stabilization. I am being very selective here, Mr.
Chairman. I believe that voluntary methods-"guideposts." "income
policies," whatever you wish to call them-can contribute usefully to
the fight against inflation. I believe that the rejection of these methods
by the adminstration up to this point has cost us appreciably in the
price level. I fear that, even now, their hearts are not in it. If so-if
they only go through the motions with an incomes policy-I think it
will do very little good.

I do have in my prepared statement, Mr. Chairman, a few, what I
hope are constructive, suggestions about the use of voluntary methods.
If I may, I would like to call them to your attention.

As I have said on many occasions, the principal weakness of the
Kennedy-Johnson "guideposts" was the failure to inspire any feeling
of -responsibility for their success on the part of labor or business.
Neither group felt such a sense of responsibility, because neither had
participated in the formulation, adoption, operation, or interpretation
of the guideposts. Instead, the guideposts were devised by the Council
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of Economic Advisers and promulgated by the President. They were
expected to be "enforced" by the pressure of "public opinion"-an
expectation that was almost always disappointed, since the public
could rarelv see any direct stake in the price of sulphur or the wages
of boilermakers, while the press-on the whole-treated the resulting
confrontations between Government officials and labor or business
leaders as an interesting spectator sport, whose outcome was of no
great consequence to anyone except those directly concerned.

It seems to me that a voluntary wage-price restraint program can
be made to work mainly to the extent that the leaders of labor and
business can be made to feel some commitment to its success. This
requires that they be fully involved in recognizing the need for the
program, formulating its targets, and planning its overall strategy.
I believe that some kind of a stabilization compromise can be nego-
tiated which the leaders of labor and business will, in private, support,
and, in public, at least accept. Surelv. both labor and business must
realize that thev are on a treadmill that is getting no one anywhere.
Instead, each firm and union feels it has to run ever faster just to be
sure that it stands still. I believe that a great many of the leaders on
both sides now know that this is a losing game, and that the country's
interests, as well as their own, justifv their committing themselves to
some degree of wage and price restraint-offered in return for a simul-
taneous commitment of restraint by others-in a pattern of mutual
deescalation.

It may not work, but I believe it is well worth a trv. However, to
sell the idea to business and labor will require leaderchip by Govern-
ment oficials who believe that the achievement is possible, worthwhile.
and not ideologically suspect. I do not know whether that degree of
commitment vet exists in the administration.

If it does, then the proposed machinery-a National Committee on
Productivity, a President's Conference on Productivity, and profes-
sional analytical support, from the Council of Economic Advisers-
could be effective. If there's is not adequate commitment by the admin-
istration, no machinery will work.

I do not contend that a voluntary svstem can accomplish a great
deal. It certainly cannot control an inflation arising from genuinely
excessive aggregate demand. Its real purpose, in mv view, is to fight
a cost-push inflation. Its task is to prevent-or to help slow down-the.
wage-price spiral: To break the pattern under which rising prices
require large wage increases, which in turn push up prices. I believe
it can accomnish this task, at least in part.

Let me conclude by summarizing my belief:
That commitment and enthusiasm on the Government side are far-

more important than the particular machinery used:
That the main objective must be to enlist the support (in private)

and the tolerance (in public) for the system on the part of the leaders
of labor and business;

That achieving such "consent" is far more important than the
theoretical nicety of the standards that are evolved, and

That a voluntarv stabilization program can reduce the present
unacceptable rate of inflation sooner than would otherwise occur; and,.in the longer run, it can permit us to operate our economy at a some--
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what lower level of unemployment, or a lower rate of inflation, or
both, that would be possible without it

Thank you.
Chairman PATMAN. Thank you, sir.
(The prepared statement of Mr. Ackley follows:)

PREPARED STATEMENT OF GARDNER ACKLEY

I purpose today no detailed analysis of recent economic developments, the
current economic situation, or the outlook for economic activity. Nor will I
review systematically the whole range of available policy alternatives. Rather,
I propose to direct my comments to two questions:

1. What should be the over-all posture of fiscal and monetary policy now and
in the months ahead?

2. What can be the contribution of "voluntary methods" of wage and price
stabilization to the slowing down of the rise of prices?

I believe that, at this particular time, there is sufficient agreement on the
general character of the economic outlook that the answer to neither of these
questions requires any detailed analysis of our situation and prospects. I will
say only that I have been a relative optimist, expecting that we would avoid a
recession of the character of 1949-50, 1953-54, 1957-58, and 1900-01. Preliminary
estimates for the second quarter of 1970 were not available at the time this
statement was being prepared, but I believe they will confirm my expectation
that the low point for real gross national product would be reached in the first
quarter. However, I have in the last several months trimmed back appreciably
my estimates of the probable extent of the pick-up in real GNP during the final
three quarters of 1970. Perhaps I had underestimated the extent and the effects
of the intangible lack of confidence, which some feel exists in the business
community, that our present political leadership is in full control of the economic
situation and knows what it is doing. In any case, I surely did not anticipate
the Cambodian adventure, and the shock that it has caused to the confidence
both of investors and of consumers. Mly best judgment still is that we will see
a slow revival of economic activity during the remainder of 1970. Yet I cannot
rule out the possibility of a severe cutback of investment plans that would
bring a renewed decline in the second half and a genuine recession.

POSTURE OF FISCAL AND Mo3NETrARY POLICY

However. the weaker economic performance and outlook, and the weakening
of my own confidence in recovery, only confirm, rather than alter, the views
I have held since last winter on economic policy-namely, that more easing than
we have yet had is appropriate in the combined impact of monetary and fiscal
policy.

In recent months there has been much beating of breasts in the financial
community. the Congress. and the Administration regarding the need to
persevere in a highly restrictive fiscal policy stance. In particular. great im-
portance is attached to perserving something close to balance in the Federal
budget. regardless of the state of economy. Many seem already to have con-
cluded that economic disaster can he avoided only through a substantial
increase in excise or income taxes next year.

I agree with the breast-beaters in attaching great importance to fiscal policy
-as they apparently do. That is. I join them in denying that only money counts.
I have not abandoned my view-which this Committee will perhaps recall-that
7oth fiscal policy and monetary policy are important. I disagree only in what
the posture of fiscal policy should now be.

I wonld support a tax increase only if the economy recovers considerably
faster than any economist I know now expects. or if the Federal Government
were to spend a good deal more than I now see any reason to believe that it
will spend. That is. T could support a tax increase which would lead the
Administration and the Congress to increase substantially the planned allo-
eation of resources to domestic social programs: for the rescue of our cities,
for education. mass transit. pollution control. manpower training. and anti-
poverty programs. But I see very little chance of that happening. And I fear
that a tax increase might reduce some of the pressure to restrain spending for
defense, space, SST. and agriculture, and could seal the doom of the President's
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proposals, in his Budget of last January, for desirable cuts in a number of
obsolete or low-priority domestic programs.

In short, as of now, I would support a tax increase to finance added spending
on desirable social programs. I would not support it-as of now-to reduce a
deficit that is primarily a symptom of a weak economy, or to permit larger
spending on defense.

Regarding monetary policy, I believe that it is important to keep interest
rates trending downward, to assure a generous flow of finance to housing, and
to supply a needed rebuilding liquidity. If this means, temporarily, acceler-
ating the rate of increase of monetary aggregates above some theoretically
predetermined level, then let it!

The last three times I appeared before this Committee, in February and
June of 1967 and in February of 1968, I was an urgent propagandist for fiscal
and monetary austerity, pleading for enactment of the surtax. which-I am
sorry to say-the majority of this Committee failed to recommend either in
its 1967 or its 1968 Reports on the President's Economic Report. The whole
basis for my position then was that a tax increase was essential to avoid
inflation. We are' surely still experiencing inflation-at a higher rate than I
was probably willing even to predict in 1967 or 1968. Why then am I no longer
a supporter of fiscal austerity? To me the reason is clear and simple. Inflation
today and in the months ahead does not rest on any excessive demand for the
national output. and there is no reasonable prospect that an excess of.aggregate
demand over our potential output will be generated in the forseeable period
ahead. Cutting back the expansion of aggregate demand, through fiscal and
monetary austerity, is essential for avoiding or curing an excess-demand in-
flation. It has little revelance for the "cost-push" inflation which we face now
and will continue to face in the months ahead.

The present inflation originated in an excess demand, that developed when
fiscal policy was far too expansionary during much of the period from 1966
through mid-1968. But that excess has been eliminated. The unemployment rate
is no longer at 3.3% but stands close to 5.0%1. and no one expects it to fall for
some time to come. Instead, almost all economists-I included-expect it to
rise. The rate utilization of industrial capacity is low-and falling. In the first
quarter of 1970. real output was about $22 billion below our potential. This
gap grew in the second quarter and will undoubtedly expand further in the
second half.

Given the current and prospective levels of unemployment and capacity
utilization, the advance of prices will surely slow down. Not all at once; not
as rapidly as we wish. We should not have expected a quick slowing down of
price increases, nor that it would come before an appreciable rise in unemploy-
ment. The overly optimistic predictions of the Administration. which could not
be and were not met, have probably contributed to the wide-spread demands on
the part of many persons for full wage and price controls. and on the part of
others for a continuance or even tightening of the fiscal and monetary squeeze
on economic activity.

The fiscal and monetary policy requirement for stopping Inflation was to
create and maintain some slack in the economy. That has been done. And this
slack will not quickly be reabsorbed as a result of any easing of policy re-
straints that is presently contemplated. Past policies have already guaranteed
a slack economy for some time to come. The Administration may exaggerate
the lags in the effects of policy when. after a year and a half. it continues to
blame the present economic situation on the acts of its predecessors. But there ist
a lag. and the policies we are discussing in July of 1970 will have more effect
on next summer's economy than on this summer's.

WLILL INFLATION SLOW Dowx ?
But will the inflation slow down even with some continuing slack in the

economy? I believe that it will. (I also think that we should help the process
along with some supplementary policies. But that is a separate matter. Here I
speak only of the effects of the slack alone.) Table 1. below, relates rates of
unemployment. averaged by quarters. to rates of change in prices, during 64
quarters from 1954 through 1969. Price change is represented by the implicit
GNP deflator for the private nonfarm economy-which I regard as the most
suitable Index of price change for this purpose-and is measured over the rfour
quarters ending in the given quarter. One of the dividing points for the unezn-
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ployment rate which I chose for this distribution was a 4.7 per cent-last month's
rate of unemployment. The table shows that at rates of unemployment between
4.7 and 5.7 per cent, the average rate of price increase, 1954 through 1969, was
only 1.40 per cent a year. It was a bit less-1.26 per cent-for rates of unemploy-
ment in excess of 5.7 per cent.

Not only has the average rate of price increase been quite moderate (I regard
less than 1Ia per cent as moderate) whenever the unemployment rate has
exceeded 4.7 per cent, but there were only two such quarters when the rate
of price rise exceeded 2.0 per cent. Those two quarters occurred during the
recession of 1957-58, as Table 2 indicates.

Table 2 demonstrates how, following an inflationary boom, prices begin to
decline as pressures on resources ease.However, it also shows that rates of
price increase remain high-relative to those which normally prevail at similar
rates of unemployment-until a considerable period of time has passed. In
1957-58, there were three successive quarters of high unemployment before the
rate of price increase got below 2.0 per cent.

It will be noted that, during the period of the recent inflationary boom,
both unemployment rates and price increases averaged less than in 1956-57.
However, the length of the inflationary period has been considerably longer
this time than in 1956-57, and during this period, the rate of price change
was edging upward. Thus, we can probably expect an even longer lag in the
moderation of price increases. So far, the disinflationary process has barely
begun. Indeed, no decline in the rate of inflation was yet apparent in the first
quarter of 1970. when the rate of price increase actually exceeded the average
for the preceding three years. And when the decline does begin, I expect it to
be even slower than in 1957-58. But the decline will come.

TABLE 1.-RATES OF UNEMPLOYMENT AND OF PRICE CHANGE, QUARTERLY, 1954-69

Average increase of
private nonfarm de-

Number of flator frsm nne year
Average unemployment rate quarters earlier (percent)

4.00 percent or less.-- - 17 3.32
4.01 to 4.70 percent.-- 12 2. 45
4.71 to 5.70 percent .22 1.40
More than 5.70 percent.- 13 1.26
All - -64 2.17

TABLE 2.-UNEMPLOYMENT RATES AND PRICE INCREASES, 1956-58, AND 1967-70

Average Average increase
unemploy- of private nonfarm
ment rate deflator from one

Period (percent) year earlier (perrent)

3d quarter 1956 through 2d quarter 1957 1 4.07 3.97
3d quarter 1957 -4.23 3.46
4th quarter 1957 --------------------------------- 493 2.91
Istquarter1958 -6.30 2.15
2d quarter 1958 -7.37 1.63
3d quarter 1958 ----------------------------- 7.33 1.42

Ist quarter 1967 through 4th quarter 1969 2 -3.64 3. 74
Ist quarter 1970 ---------------------------- 4.17 4.61
2d quarter 1970 ---------------------------- 4.83 NA

I The quarterly rate of unemployment ranged between 3.93 and 4.13 percent, and the rate of price change between 3.70
and 4.14 percent.

2 The quarterly rate of unemployment ranged between 3.37 and 3.90 percent, and the rate of price change between 2.99
and 4.54 percent

There is a further question which the historical evidence does not directly
help us to answer. Suppose that instead of continuing into full recession-as
happened in 1957-58-the unemployment rate should stick for several quarters
at around 5 to 51/2 per cent before moving back down to the neighborhood of 4
per cent. Will the deceleration of inflation then be even slower than if the
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unemployment rate had risen further? I believe that it might be a little slower
but not much; and that the social and economic losses to the nation from
unemployment rates of 6 and 7 per cent far outweigh any slight gain that
might come in a faster deceleration of price increases. The only evidence I can
point to, and it is only suggestive rather than conclusive, is that, for all
quarters since 1953 in which the unemployment rate exceeded 5.7 per cent, the
average rise in prices was only slightly less than for those quarters in which
the rate stood between 4.7 and 5.7 per cent.

Thus, to defeat inflation, we can gain little by persevering in highly restric-
tive fiscal and monetary policies that threaten progressively to raise the rate
of unemployment. By now loosening the restraints. we can hold down the social
and economic costs of high unemployment some months from now, and reduce
the chance that the economy will slide further into recession.

"VOLUNTARY" WAGE AND PRICE STABILIZATION
But if fiscal and monetary policy can now do very little to hasten our return

to an acceptable degree of price stability, are there other tools we can use to
help stabilize prices? This brings me to my second topic-the contribution of
so-called "voluntary methods": "jawboning", "guideposts", or "incomes policies".
(For lack of time. I omit discussion of other tools-which, in the absence of a
better term, I call "structural" policies.)

Let me move into this question by way of some comments on the recent
debate over price and wage controls.

First. I agree with those who contend that the President should always
have stand-by authority to impose legal wage and price controls. If desired,
use of such authority could be effective at any given time for only a few
months, giving Congress time to debate its extension. The trouble is that there
is never a good time for Congress to vote stand-by authority. In times of price
stability, no one is interested. If prices are rising enough so that there is even
the slightest prospect that the authority might be used, Congressional consider-
atioa of the measure will induce many to raise prices and wages-just in case.
The resulting faster increase of prices makes it more plausible that the authority
may he used when finally voted, inducing others to attempt to beat the gun.
By the time Congress has acted, the speculative momentum may very well have
reached the point that the authority has to he used. This is at least an important
part of the sad history of 1950-51.

Specific legislative authority for stand-by controls is a good idea, although
I do not think now is a good time to vote it. But does not the President already
have wage-price control authority. or could he not assume it in an emergency
and then ask for a legislative spelling out of it? Surely he must have the
authority at any time when American military forces are engaged in action.

Second. I am appalled by Kenneth Galbraith's advocacy of full wage and
price controls, which would be permanent in the case of large firms and im-
portant collective bargaining situations. Permanent price controls would convert
most of American industry into the status of a public utility. But even our
historical regulation of power. communication. and transportation rates does
not extend to government setting the wages of these industries' workers. With
the inflation of the last few years. the average rate of price increase for the
decade of the sixties was just 2 per cent a year. I see no reason why we cannot
exnect to do nearly that well on the average in the future. The possibility of
reducing this average through permanent wage-price controls to. say. 1 per cent
n year surely cannot justify so revolutionary a change in our economic system.
Established on a Permanent basis. industrial price controls could well lead (as
thev have in utility regulation) to conumlsor' controls over extension of
5ervip'. to controls over investment. and so on. Even more horrible to contem-
rlate-in mnv view-are nermanent wave controls. which mean that strikes are
not agfifnst rivat'-' employers hut against the government. Are we ready to put
labor leaders in jail ?

T en nnlv believe that Professor Galbraith had his tongue in his choek.
Third. there is the Roosa proposal: for a onick. temporary, wage and Trice

free7e limited to six months and allowinz no adiustments. This is onite a
different mntter. However. it may not be nossible to shrug off even for six months
the ineonilties created by a freeze at a time when wazes and prices are in move-
ment. It was not possible at the time of Korea. If any effort is made to deal with
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such inequities, a substantial staff is required. On balance, I think the Roosa
plan unwise, and, surely, too late.

It seems to me, however, that Roosa's proposal focusses our attention on the
real problem. He wants a freeze while the leaders of labor, business, and.
government negotiate a system of voluntary standards for wage and price
behavior. It is surely possible that this would be easier to accomplish if the
participants were negotiating their way out from under controls. In any case,
I see a negotiation of the kind that Roosa describes as the real key to any
effective system of voluntary stabilization.

As I have said on many occasions, the principal weakness of the Kennedy-
Johnson guideposts" was the failure to inspire any feeling of responsibility
for their success on the part of labor or business. Neither group felt such a
sense of responsibility, because neither had participated in the formulation,
adoption, operation, or interpretation of the guideposts. Instead, the guidepost
were devised by the Council of Economic Advisers and promulgated by the
President. They were expected to be "nenforced" by the pressure of "public
opinion"-an expectation that was almost always disappointed, since the public
could rarely see any direct stake in the price of sulfur or the wages of boiler-
makers, while the press-on the whole-treated the resulting confrontations
between Government officials and labor or business leaders as an interesting
spectator sport, whose outcome was of no great consequence to anyone except
those directly concerned.

It seems to me that a voluntary wage-price restraint program can be made to
work mainly to the extent that the leaders of labor and business can be made to
feel some commitment to its success. This requires that they be fully involved in
recognizing the need for the program, formulating its targets, and planning its
over-all strategy. I believe that some kind of a stabilization compromise can
be negotiated which the leaders of labor and business will. in private, support,
and, in public, at least accept. Surely, both labor and business must realize that
they are on a treadmill that is getting no one anywhere. Instead, each firm and
union feels it has to run ever faster just to be sure that it stands still. I believe
that a great many of the leaders on both sides now know that this is a losing
game. and that the country's interests, as well as their own, justify their
committing themselves to some degree of wage and price restraint, offered in
return for a simultaneous commitment of restraint by others-in a pattern of
mutual de-escalation.

It may not work. but I believe it is well worth a try. However, to sell the
idea to business and labor will require leadership by Government officials who
believe that the achievement is possible. worthwhile. and not ideologically
suspect. T do not know whether that degree of commitment yet exists in the
Administration.

If it does. then the proposed machinery-a National Committee on Produc-
tivity, a President's Conference on Productivity, and professional analytical
support from the Council of Economic Advisers-could be effective. If there is
not adequate commitment by the Administration, no machinery will work.

I do not contend that a voluntary system can accomplish a great deal. It
certainly cannot control an inflation arising from genuinely excessive aggregate
demand. Its real purpose, in my view. is to fight a cost-push inflation. Its task
is to prevent-or to help slow down-the wage-price spiral: to break the pattern
under which rising prices require large wage increases. which in turn.push up
prices. I believe it can accomplish this task. at least in part.

Let me conclude by summarizing my belief that:
Commitment and enthusiasm on the Government side are far more impor-

tant than the plrticular machinery used
That the main objective must be to enlist the support (in private) and

the tolerance (in public) for the system on the part of the leaders of
labor and business:

That achieving such "consent" is far more important than the theoreti-
cal nicety of the standards that are evolved: and

That a voluntary stabilization program can reduce the present umaccept-
able rate of inflation sooner than would otherwise occur: and. in the
longer run. it can permit uls to operate our economy at a somewhat
lower level of unemployment, or a lower rate of inflation, or both. than
would be possible without it.
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Chairman PATAIAN. Dr. Samuelson, you may proceed, sir, in your
own way.

STATEMENT OF PAUL SAMUELSON, PROFESSOR OF ECONOMICS,
MASSACHUSETTS INSTITUTE OF TECHNOLOGY

Mr. SAMUELSON. Mr. Chairman, members of the Joint Economic
Committee, it is a pleasure to return to this seminar. I have a very
brief statement and then I would like simply to elaborate on it.

Where do we now stand? The country obviously has been going
through a severe retardation. I think we might permit ourselves to
call it a midi-recession. It is not a mini-recession, which is no reces-
sion at all, and certainly it is not a good old-fashioned recession. But
by most definitions of the National Bureau of Economic Research and
others, this probably does qualify as a recession.

I think if you turn this recession upside down and examine the
marking on it you will see "Made in Washington." It was not the
result of the ordinary dynamics of laissez-faire. I do not say that in
the way of criticism. For its purpose has been to reduce the rate of
inflation caused by the post-1965 escalation of the Vietnam war.

I think it is appropriate to point out that this situation was in-
herited by the present administration from the previous administra-
tion. I think the name "Okunism" might also be applied to the general
philosophy involved here, because the last Chairman of the Council of
Economic Advisers also prescribed contrived retardation for an infla-
tionary situation which would have threatened to snowball.

I concur in the implied criticism which my predecessor, Ambassador
Ackley, was too polite to make-since he has become an Ambassador
he has lost that Middle Western frankness for which he was so well
known-that Congress was in some measure to blame for the fiscal
policy it pursued in the years 1965-68: as which Professor Ackley said,
in 1965-68 we had a fuill employment deficit when there should not
have been a full employment fiscal deficit.

I would not have you think, however, that this retardation has been
proceeding according to the Nixon game plan or, I should say, accord-
ing to mark I game plan, mark II game plan or mark 77(a) game
plan. Game planning has been a very flexible, fine-tuned instrument.

The February 1 Economic Report of the President which is not yet
6 months old, grossly misforecast the actual weakness in the economy
for the months since then. That is a very large error to make in
economic forecasting for so near a time period. But the President's
economic advisers were not alone in this: the economic fraternity
generally will have to write this down as a bad year for the forecasters.
The errors have been large and the square errors enormous.

I think that Paul McCracken has testified before you that hindsight
gives him different figures from what they expected at that time. In
particular, unemployment has been higher than planned. The growth
in real output has been lower than expected. The gap of excess capacity
is higher than planned, and in consequence, for anyone who might be
interested, profits are a good deal lower than was expected both in the
estimates of the Treasury and in the official report of the President.

We are told under people's capitalism we now have 30 million people
who are suffering common stock losses, who have seen their assets de-
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*creased, perhaps in many cases decimated, in the last year or two.
A. back-of-the-envelope calculation suggests that when you go beyond
listed stocks half a trillion dollars in net worth-what people so nicely
-call paper net worth, as if there is another kind-has disappeared in
the last years. SuiterinLg along with the very rich are the very poor.
Minority unemployment which surprised us by not going up in the
'early retardation periods according to previous patterns, finally got
its cue and has been up, and is up thie most- in accordance with his-
torical patterns which are that the black unemployment rates, to take

,one example, are about double the volatility those of white.
In my own State of Massachusetts, in the town of New Bedford,

they do not say, "It looks as if it may be a long, hot summer ahead,"
'because there it has already been a hot, hot summer, with inner city
racial rioting traceable in significant part to the economic environment
-and retardation that I have spoken about.

I recommend that a Congressional Medical of Honor should be
'given by Congress to Congress. (I do not come before you every year
with such recommendations.) For, if Congress had not overcome the
-administration's resistance to a number of measures-increased social
security benefits, Government pay increases, and so forth-then by the
very analysis of the Department of Commerce itself, we would not
have had in the quarter just passed that razor's thin rise in real GNP
'which has made all of us so very happy.

The stock market went up for eight days in a row and was a
full 64 points in anticipation of this delicious event and in relish of it
afterwards.

I also suggest, and I hope that the chairman will take due notice
of this, that the Victorian Cross-I do not know if our Government
has the power to allocate it-but that it should be awarded to each
member of the Federal Reserve Board for heroic violation in recent
months of the doctrine that this committee in the past has occasionally
recommended, that the rate of growth of the money supply should be
kept within the range of 2 to 6 percent per annum. When Chairman
Burns appears tomorrow, I hope that Senator Proxmire will not
'crucify him because the money supply has grown at more than a 6
-percent rate in recent months. On the contrary, I think he deserves
-our applause and approval because, make no mistake about it, the
bankruptcy of Penn Central threatened a liquidity crisis in a situation
which had plenty of tinder already there in terms of deterioration of
the quality of credit. In the face of possible panic in the commercial
paper market facing the country, I believe the Fed -was masterful in
its departing from what is a good enough rule for most periods. Two
to six percent is a good rule if you do not adhere to it through thick
and thin. It is not like New Years resolutions which you should adhere
to at all times. You should have the money supply growing between 2
and 6 percent except when you should not have it growing between
those rates. And this was such a period.

I also applaud the modification of regulation Q, which made CD's
more viable in a time when commercial paper ceased to be attractive
to the market and when you could have had some very serious prob-
lems incident to disintermediation.

Well. that is the past. That is where we stand. What about policy
for the future?
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First, let me say that I agree that it. is likely that the decline in
overall output is now behind us. But I warn you that you as policy-
makers should not proceed upon the assumption that the recession is
over, that the turn has come. On request and with very sma]l prompt-
ing I will supply you with reminders of expert testimony before your
committee that was fallible on timing, often with dire consequences.
As a small sample of this, I will try to confine myself for the most part
to testimony before you in which I have appeared as one of the quality
culprits.

In June of 1957 when we were on the eve of a typical postwar reces-
sion, one that was more than a midi-recession, I and three or four
other so-called experts appeared before you and not one of those
experts was aware that we were in for a recession.

In February of 1967 when a real recession we now know was in the
process of being averted, you had a whole clutch of monetarists appear
before you-I was not in that group-who were sure that we were
going to have a recession. Their error for that year was a very large
one. (I may say that the last 12 months has not been a good year for
monetarists in terms of the mean squared error of forecasts that I have
collected from them.)

Well, I could go on. In May of 1958 the best talents in economics
of the country marched up to the Hill and delivered their message
which was that the recession was still on, but history records that the
recession had already been over for a month.

Moreover, the razor thin increase in second-quarters' real output.
which has made everybody so happy, is really just a gleam in the eye
of the Department of Commerce. Dr. George Jaszi, who is a dedicated
civil servant and who is the greatest expert in this matter. if he had
blinked his eye, might have decided that instead of our having a
three-tenths of 1 percent increase in real output, we instead would
have had a zero increase in real output or a two-tenths of 1 percent
decrease in real output. He necessarily, for example, had to give the
figures on the basis of no knowledge of the inventory situation for
June and on the basis of the May inventory figures which only a little
time before then had turned sour.

There is plenty of other evidence, if you wish to look for it, and I
do not mean for the purpose of picking on anybody but for the pur-
pose of having a reasoned view, as to where we stand and where we
are going, that the issue is still in doubt.

Let me mention a few items. The Federal Reserve Index of Produc-
tion, which is a measure of real output, albeit not the same measure of
real output as the Department of Commerce's. has gone down in all
three of the months. The lending indicators which, if they are to-do
anvthin- worthy of their name, are to lead and not lag, have not yet
testified to a business cycle turn.

I will point out that o01 July 4th, in Business Week, there appeared
a collection of seven eminent economic forecasters. I know they are
competent because a lot of them are my students and friends. Monetar-
ists are included in the group-th- Wharton Sehool. Da½a Re-ources,
which is a euphemism for Otto Eckstein, Philadelphia Research, G.E.,
RC (A's monoetarist forecast, IBM.

When this appeared the anarter was alreadv over but George .Taszi
had not yet made his Delphic judgment. Five out of seven of those
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gentlemen expected a considerably bigger increase in real output than
occurred. If we take the estimates of these groups, and by the way,
my personal estimate falls within their range, for the current quarter,
there should be a more substantial increase in real output. Still the
average overestimate of these seven forecasters in the last three
quarters has been a bigger error than the amount of increase which
they forecast. That is, their own past error in estimating real output
growth.

So, although we may well find that history will record that the
recession is over and that we are on the upswving, we cannot for policy
purposes, operate upon the assumption that this is a sure thing or
even that this is a 2 to 1 bet.

Well, now, what is implied for a policy? We have learned, if we
have learned anything from the last couple of years, that rejection
of the knowledge which had been acquired up to Inauguration Day
of 1969 has not been borne out bv the facts. There is in the short run
a definite tradeoff between unemployment and price inflation. (Restate
that if you wish to make it grammatically more elegant.)

There is a difficult social choice and there becomes a problem of
democratic pressure upon the Government to determine how that
balance shall be made.

Now, I suggest that as we are 5 months before an election, this is
your best opportunity and maybe your last opportunity for pressure
against unimployment. If it were not for the nagging of Congress,
if it were not for the agitating of columnists, you would find, in my
judgment, the administration in great temptation to be tolerating
more and more unemployment in the interests of fighting the inflation.
The following arg ument will be made, indeed it has already been
made before your Committee in these hearings: Do not give up every-
thing that wve have accomplished now. We are in sight of the home
goal of controlling inflation. So, do not spend an extra pfennig, do
not listen to Professor Ackley whenl he quotes the President about
precepts in terms of the full employment budget but tries to apply
that to the present situation. Do not listen to those who worry about
unemployment, list everything that we have sacrificed, every black
in New Bedford who has lost his job will have lost his job for nothing.
(It is the same argument, I may say parenthetically, that is used to
perpetuate the Indochinese War. *Do not make a mockery of that
soldier who was killed in that war, because if you now pull outof
Vietnam, then he will have died in vain-as if that were the choice
which we have.)

Well, I do not want to discuss rhetoric. I want to discuss the
behavior equations of inflation.

We have had a great number of studies of this tradeoff. These are
studies made within the Government, outside the Government, by
economists who subscribe to the Republican Party, who subscribe to
the Democratic Party, who subscribe to the Birch Society and the
new left. And they all show the same thing. They show that during
unemployment and for a delayed period afterward you get some
improvement on the price front. The effects are quantitative and
cumulative and are not qualitative. It is not that if you do some-
thing here, then suddenly you have given up the ghost, you have
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given up the good fight, and you will see the results in the price
indices.

There is no evidence for what we econometricians call such non-
linear effects. They are rhetoric and I urge you to disregard them.

Let me summarize, then, the general import of my policy sug-
gestions to you. I think at this time we should have a proper sense
of priorities. At this time inflation and intensifying the fight against
it is not the number one problem. It is not on the front burner. So, at
this time President Nixon, Congress and the Federal Reserve should
give the highest priority to fighting the economic retardation that is.
increasing unemployment and harming living standards, and which
will continue to do so by all expert testimony, including that of the
Government itself, even if the recession has past its lowest point,
because nobody, not even the ebullient Dr. Pierre Rinfret, has come
before Congress and predicted healthy, full employment growth. So,.
this is a time to pay attention to the shoe that is pinching, which is the
suffering due to the retardation.

I wish to emphasize that to do this will not negate what has already
been accomplished in reducing inflation, and I do think that some-
thing has been accomplished. Nor will it prevent any future actions
designed to increase the Nation's ability to enjoy high employment
and vigorous growth at a more reasonable rate of price stability.

Thank you.
Chairman PATMAN. Thank you, sir.
Next, we have Dr. Henry C. Wallich, professor of economics at

Yale University. Dr. Wallich, we are glad to hear from you in yourh
own way, sir.

STATEMENT OF HENRY C. WALLICH, PROFESSOR OF ECONOMICS,
YALE UNIVERSITY

Mr. WALLICH. It is a privilege, Mr. Chairman, to address this
group. I shall summarize my rather lengthy prepared statement and
I shall make them purely as a professor at Yale.

There are two ways of viewing the economy at this time. One is to
look at the figures and find that growth has been very poor, interest
rates have been enormously high, unemployment is high, and the
balance of payments is not good. If one abstracts from the back-
ground, why we are here and how we got here, this is certainly not
an attractive picture. But this would be like viewing, let us say, 1962
or 1964 in terms of the then existing level of unemployment without
asking why it existed.

If we look at it in terms of the historical context, we see that the
United States has been negotiating a very difficult passage from high
inflation to what hopefully will be a low rate of price increase and
full employment. This, to my knowledge, has never been done in this
economy, even though, unfortunately, there has been plenty of op-
portunity to try it, and I do not believe other countries have done it.
It is too early to claim victory and say that we have found a kind of
Northwest Passage from inflation to stability, but it looks as if we
were in midpassage and as if the stretch ahead looked promising.

This is in conflict, as you are aware, with the many skeptics that we
heard half a year ago and even more recently, whose views were either
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that the brakes would not work at all, that there would be a continued
boom, or on the other side that we were going into a serious recession.

In fact, in terms of nominal GNP, we are extraordinarily close to
forecasts. The forecasts' rough mean might now be $980 billion GNP,
as against a forecast by the average economist and also the Council of
maybe $985 billion at the beginning of the year.

Growth admittedly has been less than expected and, therefore,
unemployment higher, and prices have been higher than expected.
We have had compensating errors.

I would like to say a word about the fiscal-monetary mix that we
have had. Clearly the weight of the burden of battle has shifted to
monetary policy. This is logical in the conditions in which we have
been. At less than full employment fiscal policy is powerful, monetary
policy less powerful. When we get to full employment or into an
inflationary period, most of the power is shifted to monetary policy
and fiscal policy becomes the junior partner. This has been the history
of the last few years.

In looking at the combined restraint that we have obtained from
fiscal-monetary policy, I have great difficulty clarifying some of the
numbers. First, there is the full employment surplus about which we
ought to arrive at some conclusion. It is very difficult to figure it out,
iot only because we are uncertain about the budget but because we

are uncertain about what kind of price assumption to make. Depend-
ing on those assumptions the full employment surplus could be com-
puted at little more than zero to something like $15 billion. The only
thing that is clear as we move into 1971, is that the full employment
surplus will probably be rising and will exert increasing restraint.

The second factor that gives me pause about the budget is the off-
budget financing that we are doing. In fiscal 1971, we have over $20
billion of federally assisted credit programs that do not get into the
budget but get into the capital market and into the economy. What
the Government does is to subsidize private borrowers with guarantees
or outright subsidies for interest and principal or to enable agencies
that are sponsored by the Federal Government but are ostensibly
private, to borrow and then lend to private borrowers an incremental
amount of more than $20 billion.

Not all of this money is incremental in the sense that the borrower
would not be able to get a loan without this assistance and would not
be able, let us say, to buy a home, buy a farm, buy equipment, but a
good part of it is. As a rough guide, I would say, let us take something
like one-half of this off-budget financing. In this year this would be
$10 billion plus. Let us honestly say that the budget is really that
much larger on the expenditure side, even though it does not show.
This off-budget financing has been a recent development and I think
one that needs very much to be watched. The fiscal position in those
terms is not nearly so restraining as we like to think it is.

The same kind of ambiguity attaches to the stance of the monetary
policy. We have shifted to a money supply target from what used to
be an interest rate target. I think it was a necessary step, but it is not
a forward step. In less-developed countries money supply targets are
the rule because interest rates do not mean a great deal. The United
States has not yet reached that condition but we are dangerously
approaching it.
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The reason interest rates do not mean a great deal today is that the
real interest rate after taking the inflation out of the nominal rate is a
subjective variable. Suppose somebody pays 9 percent but he thinks
that inflation will be 5 percent for the length of the loan. He is really
only paying a real 4 percent.

By the same token, inflation makes increases in the money supply
uncertain. If you look at the real increase in the money supply that
we are having now that money is going up at 4 or 5 percent annual
rate of growth, the real increase is zero at an inflation as fast as the
increase in the money supDly. In real terms we are not increasing the
money supply at all which looks like a very tight policy.

At the same time, as interest rates go down and as inflation hope-
fully goes down, the demand for money to hold in balances will in-
crease. In other words, liquidity preference steps up. That is another
reason for saying there ought to be an adequate supply of money to
meet this increased liquidity preference.

It leaves me with a feeling that a fixed amount of money growth
per year is a very weak reed right now even though it may be better
than an interest rate target. We really do not have a very good guide
as to what a safe and good increase in the money supply should be.

I would like to say a word about how to get interest rates down.
Very clearly our principal need is to stop the inflation. Inflation has
raised not real rates but nominal rates. It looks now as though infla-
tion very quickly affected interest rates whereas in the past it took
a long time. It almost looks as the central bank had lost con-
trol at least of the long term rate. Earlier this year, when the long
term rate had come down somewhat, shortly thereafter it appeared
that the Federal Reserve was opening up anid increasing the money
supply at what temporarily looked like a 10 percent rate. You would
then have expected the long term rate to come down the same as the
short term rate did. It did not. It vent right back up again. People
feared and expected the inflation to be resumed. That is a signal
nowadays in this environment for interest rates to go up.

Hence, confidence that inflation will be stopped is the first condition
of getting interest rates down.

The second condition is to increase saving, the good old-fashioned
prescription. We have just passed a tax bill which had many virtues.
It shifted us toward greater equity in the tax system. But it greatly
reduced saving because it shifted something like $6 billion more taxes
to corporations and upper brackets and it untaxed lower brackets to
the tune of $9 billion. It changed the income distribution in a socially
desirable way, but in a way that tends to reduce savings. It also makes
for a larger Government deficit which in turn reduces savings and
makes a greater claim on the capital markets.

Structurally, I would say we need a tax increase in order to offset
these losses of savings. Cyclically, I would be very doubtful about
proposing that now. This is probably not the time. But looking towaTrd
the more distant future, I think we have a capital shortage. I think
we need more saving and if we do not want very higth interest rates,
we had better supply those savings somehow through the Federal
budget.

I am not saving we should raise taxes now to alter that fundamental
stance of the budget.
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I do not have much confidence in selective credit controls for
accomplishing these objectives. I would like to have an open mind
about them because I can see situations in which they might be appro-
priate. But when I see what happens when you create a sort of captive
source of funds for some industry, such as the savings and loans
associations for housing, I think that is an unhealthy situation, un-
healthly for the source, unhealthy even for the beneficiary, the indus-
try. We have now a proposal to force pension funds to channel some
percentage of their savings into housing. This might have an imme-
diately beneficial effect. I do not see how, once that is voted, we would
get it out of the law even long after the emergency has passed, long
after some other allocation of resources, maybe in favor of environ-
mental programs, had become desirable. One would have to count on
the fact that such a requirement would become a quasi-permanent one.

I would like to stay clear of that kind of thing as long as we can
and as long as it is possible to think of more market-oriented devices.
For instance, the sale of bonds backed by mortgages such as GNAMA
helps housing. That seems to be a market-oriented device. Flexibility
in Regulation Q and its equivalents would be desirable to help money
flow into housing-oriented intermediaries. Variable interest rate mort-
gages and devices of that kind would help those intermediaries. I
would much prefer that to selective controls.

On wage and price controls, I share the views of my-of all econo-
mists, I guess. I would strongly oppose them. I think the testimony
of Assistant Attorney General McLaren showing that concentrated
industries had less price increases in the recent inflation rather sup-
ports the case against wage and price controls.

On wage and price guideposts, I think a much better case can be
made. I think their importance probably has been overrated. There
has been so little difference in view between economists of the previous
Administration and the economists such as I know of the present
Administration that guideposts have become the focal point of dis-
pute. It has been made to sound as though guideposts were the differ-
ence between an adequate and inadequate anti-inflation policy. I think
it is probably de minimis but perhaps we should have something like
that.

What I do think worth examining is the possibility of doing some-
thing via the tax system to encourage firms to follow implicit or
explicit guideposts. I see these tremendous wage increases in a small
number of industries. They are plainly the result of an imbalance of
bargaining power between the employer and the union. The employer
just caves in. If there were some way through the tax system of giving
the employer a little more backbone, I think that would be very
helpful in those industries and I think one ought to examine those
possibilities.

I have another very small proposal in the tax area. Suppose at the
present time somebody loses a job and finds another job. He will be
withheld upon for income tax immediately. He will be overwithlheld,
because his income for the year will be lower than if he had had the
job all year, yet he is withheld on an annual rate.

If this withholding could be postponed or perhaps forgiven alto-
gether, the following things would happen. First, this injustice of a
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temporary overwithholding with a subsequent refund would be
removed.

Second, by getting a larger immediate amount of money, the incen-
tive to seek a job would be increased, which in turn would permit
higher unemployment compensation without damage to incentive.
I lhink this is a small but perhaps useful improvement in our system.

Now, to conclude, the great question is, where do we go from here?
I am seriously concerned that we might repeat 1967. In other words,
I am the man to whom Paul Samuelson addressed himself who is con-
cerned that we might blow what we have achieved. I sense a pressure
to step on the gas now and take the foot altogether off the brake. I
would prefer to see this resisted.

I am aware that there may be factors increasing the demand for
money that would require the Federal Reserve for a while to have a
higher rate of increase in the money supply than normally. I have no
difficulty with that. I would think, however, that insofar as we have a
choice, we ought to step on the budgetary brake and on the Federal
Reserve gas, hold down expenditures and create room in the economy
for more credit expansion and lower interest rates rather than do the
opposite.

Thank you, Mr. Chairman.
Chairman PATMAN. Thank you, sir.
(The prepared statement of Mr. Wallich follows:)

PREPARED STATEMENT OF HENRY C. WALLICH

It is an honor to participate in this distinguished Committee's review of the
economy at midyear. The enterprise, I believe, is a timely one. The evolution of
the economy is coming into clearer focus. It is important to understand develop-
ments correctly.

AcHIEVEMENTs THus FAR

As we review the economy, two alternative views are possible. One is to look
at the "numbers," unrelated to their history and background, and evaluate them
on their own terms. We shall then observe that economic growth has been very
slow, unemployment relatively high, inflation serious, and interest rates beyond
all recent experience. These observations would be correct as far as they go;
but, unrelated to history and background, they would have very limited meaning.
The alternative view is to note that the economy is making a very difficult
transition from a high rate of inflation to what promises to be a more tolerable
rate of price increase, without passing through a serious recession. The
American economy, to my knowledge, has never accomplished this passage before
although the attempt unfortunately has had to be made on more than one
occasion. Nor, to my knowledge, have other major countries accomplished this
feat. I would be too early to claim that we have discovered a "northwest pas-
sage" from inflation to stability, just as it was too early to claim that we had
discovered the means of fine-tuning the economy at high growth, full employ-
ment, and stable prices. Nevertheless, a better passage than any traversed
before seems to lie partly behind and partly ahead of us. This I believe is the
most fruitful way to view the present state and movement of the economy. This
view will help us see what could have been done better and what unfinished
business is still ahead.

In its early stages, the success of this passage from inflation to relative
stability was widely doubted. Some skeptics argued that inflation would continue
unchecked. Monetary and fiscal policy, it was argued, were powerless against
built-in forces. On the other side there were predictions of serious recession.
Both extreme views have been disavowed by events so far. I believe they will
continue to be disavowed. It is indeed remarkable to observe how closely the
economuy has moved along the lines of the standard GNP forecast made by
economists in and out of Government. There have been deviations, of course.
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The most troublesome one has been the relatively high rate of unemployment,
although fortunately so far this has been far below earlier peaks. High interest
rates and inflation have taken longer to come down than was expected. But
overall the picture is that of a very mild slowdown of which even now it is
not clear whether, by traditional criteria, it can be called a recession or not.

MONETARY POLICY HAS GAINED STRENGTH RELATIVE TO FISCAL POLICY

The experience plainly indicates that we have had progress in understanding
and guiding the economy. It also indicates, however, that much further progress
is needed. As regards the management of aggregate demand, we have seen a
transition from primary reliance on fiscal to primary reliance on monetary
policy. At the time of the tax cut of 1964, economic analysis and economic
policy focused on fiscal policy, with a very junior role assigned to monetary
policy. Today, monetary policy clearly is the senior partner. This shift in the
relative importance of the two policies should not surprise economists. It is not
a "new new economics." It is still the same old economics under different
circumstances. What happened in the last few years was the elimination of
slack, real and monetary. While there is such slack, fiscal policy has elbow room.
The Government can increase its expenditures, or reduce its taxes, without
greatly interfering with the plans of others in the economy. But once the
economy has reached full employmnent, or even overfull employment and infla-
tion, and once interest rates have risen high, both real and- monetary slack will
have been eliminated. Then fiscal policy no longer has its old leeway. When the
Government changes its demand for credit and for physical resources, the plans
of private borrowers must change. Somebody is squeezed out of the market or
is given access previously denied. Under those conditions, fiscal policy has little
effect. The Government comes to be just one more borrower claiming a share
in an unchanging flow of loanable funds. Only monetary policy can change that
flow of loanable funds. But even monetary policy can increase the flow at the
expense of encouraging further inflation. At full employment, neither fiscal nor
monetary policy can generate additional resources.

In combination, however, monetary and fiscal policy can alter the flow of
savings, and they can alter the incidence of anti-inflationary restraint. In
accordance with the Chairman's request, I shall endeavor to comment on this
and related aspects of the mix of fiscal, monetary, and other policies.

As you will have noted, I have already dwelt on one aspect of the fiscal
monetary mix that is not frequently emphasized. It is the relative weight that
the two policies carry in managing aggregate demand. This weight has shifted
from fiscal to monetary policy. I have also pointed out that this is nothing new.
Every textbook carries and explanation of the conditions in which fiscal policy
is strong and monetary policy weak, and vice versa. In the last few years we
have moved from one condition to the other.

THE STANCE OF THE BUDGET Is OBSCURED BY OFF-BUnDGFr OPERATIONS

A different aspect of the fiscal monetary mix is the degree of restraint
imposed by the two. To begin with fiscal policy, it is not easy today to describe
accurately the stance of the Federal budget. In terms of the unified budget, we
have had a modest deficit last year. The outlook for 1971 depends on tax and
expenditure proposals that have not yet been fully acted upon. At times of
sub-potential economic activity, however, the surplus or deficit of the unified
budget, or even of the national income accounts budget. is not a reliable guide.
For such conditions. the concept of the full employment surplus has been
developed. The usefullness of this concept, unfortunately, is undetermined
seriously by inflation.. To estimate what tax revenues and also expenditures
would be if the economy were operating at full employment. what rate of price
increase should be assumed? That which might result if a crash program were
instituted to push the economy back to full employment? Undoubtedly that
would be a higher rate than now prevails. Or should we employ the rate of
inflation that might prevail when the economy returns to its potential after
some further quarters of slack? That rate ought to be substantially below
today's. Still other assumptions are possible. All yield a different tax base.
especially for corporate profits, different expenditure levels, and therefore
widely different full employment surpluses. The full employment surplus of 10-
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15 billion that I have seen estimated, therefore, has only very limited validity.
The true number, if there is one, may well be substantially lower.

All these budget concepts-the unified, the national income accounts, and the
full employment budget-fail to take adequate account of Federally assisted
credit programs. These are programs sponsored by the Federal Government,
sometime through ostensibly private organizations such as Fanny Mae, through
guarantees, or through outright subsidies of various credit operations that are
then financed in the private capital market. For many of these operations, the
economic effect is very much the same as if the Treasury had borrowed the
money and had loaned it out. Doing the same through a Government-sponsored
but not Government-owned agency, or letting a Government agency provide a
guarantee but not the money, or letting a Government agency subsidize interest
of or principal and so with a small expenditure of funds in any one year mobilize
large suns of mnoney, gets these operations out of the budget. It does not get
them out of the economy or out of the capital markets. Not all Government
assisted credit, it is true, leads to additional spending. In some cases, the
beneficiary could have raised the money, on his own. Government assistance
merely improves the terms on which he raises it. But at a rough estimate,
something like one-half to two-thirds of the funds mobilized under Federally
assisted credit programs implies incremental spending. In 1970, the amount of
this form of non-budgetary spending was about $15 billion. In 1971, it is
scheduled to be about $20 billion.

MONETARY POLICY HIAs BORNE THE MAIN BURDEN

The net of all this is that while the Federal Government has run a moderately
tight budget. it has nevertheless put considerable pressure upon capital markets.
The burden that has fallen upon monetary policy, within the fiscal-monetary
policy mix, has been all the heavier. Evidence thereof has been seen in the
severe restraint of the rate of money growth. During the second half of 1969,
that rate became virtually zero. Interest rates in nominal terms have been
exceptionally high.

Inflation, unfortunately, obscures the true stance of monetary policy as it
does that of fiscal policy. Nominal interest rates become a poor guide to policy.
Under present conditions, they contain an inflation premium of unknown
magnitude, depending on the maturity of each loan or bond and upon borrowers'
and lenders' expectations concerning the rate of inflation over the life of that
loan or bond. In "real" terms, particularly taking into account that income tax
is levied on the inflation premium as well as on the "real" interest, the after
tax real interest rate in many instances may be zero.

SHIFT TO A MONEY SUPPLY TARGET

Under those conditions, it becomes advisable for the central bank to adopt a
money supply target rather than an interest rate target. This the Federal
Reserve did in January 1970. A money supply target is new in the United States,
but not elsewhere. In developing countries, where interest rates mean little,
and particularly in inflationary countries, monetary policy guides based on
money supply or volume of bank credit have been the rule. The sad fact is that
the United States, far from taking a great technical step forward, has had to
adopt the methods of developing and of inflationary countries because con-
ditions, for a while, had become not dissimilar to those prevailing in these
other countries.

The rate of money supply growth, however, is itself not a reliable indicator
of appropriate policy. Most economists would agree that, as interest rates rise
and inflation accelerates. people want to hold less money. If the money supply
is nevertheless increased at a stable rate while interest rates and the rate of
inflation go up, this increase in the money supply may actually be excessive. It
might he appropriate to increase money at less than the normal rate. On the
other hand. when interest rates drop and inflation abates, as seems now to be
the case, the amount of money people wish to hold tends to increase. Under
these conditions, creation of money at the usual rate may not be sufficient.
Money may be absorbed into balances that firms and households want to hold
in order to restore their liquidity. A higher rate of money growth than ordinar-
ily may therefore be appropriate. Unfortunately, there is no knowledge as to
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how far the rate of money growth ought to deviate from the normal growth rate
of the economy under these conditions.

The appropriate rate of money growth is further obscured by the fact that
the analysis necessarily proceeds in terms of nominal money supply. During
inflation, the real money supply shrinks relative to the nominal. A s7ero rate of
money growth, such as prevailed during the latter part of 1969, means that the
real money supply was actually falling. Even the money supply target, therefore,
although more reliable in conditions of inflation than an interest rate target,
does not provide a secure guide.

Another problem that inflation has posed for monetary policy has been the
tendency of interest rates to react very quickly to changing prospects of in-
flation. Economic reasoning makes clear that interest rates should move with
the rate of inflation. Borrowers can afford to pay more when the real value of
their debt diminishes, lenders must charge an inflation premium. Historically.
these adjustments of interest rates seem to have occurred only with very
long lags. Recent studies indicate. however, that the lags have shortened dra-
matically. By the early part of 1970. it appeared as if the central bank had lost
the power to influence at least long-term rates even temporarily. That is. an
increase in the rate of money growth such as occurred during certain months
of 1970. was immediately interpreted by the market as a signal of more inflation
ahead, and interest rates, instead of going down in response to greater monetary
ease. moved up in response to intensified inflation fears. Fortunately, events
have made clear that these interpretations of monetary policy were erroneous.
Interest rates, both long and short, have come down accordingly.

How To REDUCE INTEREST RATES

This leads us to the action that might be taken to bring down interest rates.
As I have pointed out, a 9 percent interest rate with 6 percent inflation is not
a high real rate. But when the inflation comes to an end. it would be an
exorbitant rate. Under stable conditions, such rates are unlikely to persist.

In my view, two fundamental means of reducing nonminal rates now are open
to us. One is, precisely, to end the inflation. The other is to increase the volume
of saving, i.e., the percentage of income that firms and households devote to
saving. The first will bring down the nominal interest rate only. The second
will reduce also the real interest rate. Raising the savings ratio will produce a
genuine increase in the supply of investable funds, and that is what we most
need.

It is widely believed that for the foreseeable future, the country faces a
capital shortage. Vast needs for capital lie ahead -to finance housing. finance
environmental improvements, finance expansion of the capital stock required to
provide jobs for a rapidly growing labor force. The Federal Government itself.
through the credit programs it assists and sponsors. and quite aside from its
own deficit, contributes probably not much less than 15 percent of this demand
for capital. The need for saving, therefore. is urgent.

Prospects for achieving this increase in saving have not been aided by recent
tax legislation. In shifting the tax burden increasingly toward the upper
brackets and corporations, in an effort to enhance the equity of the system,
tax reform has tended to weaken the flow of savings. If these consequences
cannot be corrected, another method of providing additional savings would be
through the Federal budget. A budget surplus, leading to debt retirement. would
make room in the capital markets for more rapid expansion of private debt.
I am aware that such a surplus would not be easy to attain nor, once attained,
to preserve.

To use credit controls as a means of reducing interest rates I do not find
promising. These controls could be of two kinds. First, some borrowers. pre-
sumably corporations wanting to expand plant and equipment. might be re-
stricted in their financing. Second. some lenders, such as pension funds, might
be required to divert part of their inflow or assets to particular uses. such as
housing. Both techniques interfere with the principle of free markets which is
basic to our economy. Particularly in the financial sphere, violations of this
principle usually have led to consequences both unforeseen and undesirable.

If corporations were limited in their access to the bond market, or to bank
credit, they probably would find other sources. be it through the stock market,
or through commercial paper, or the Euro-dollar market. In any one of these
alternative markets, they would raise interest rates, which would react back
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upon the mortgage market. If their ability to raise any funds whatever were
restricted, they might cut dividends, which would reduce an important source
of personal income going in good part into savings. In addition, limiting the
ability to raise funds might create serious liquidity problems.

Alternatively, to require pension funds to invest to some extent in mortgages
would not only interfere with the market's test for allocation of resources, but
also create the usual problems of enforcement. I would prefer market oriented
measures, such as improved technical facilities for pension funds and all other
investors to participate in housing finance. Ginny Mae (Government National
Mortgage Association), which issues bonds backed by mortgages, represents an
important step in that direction. In addition, measures that would help savings
and loan associations to compete more effectively for funds, such as variable
interest mortgages, seem promising.

In summary, I question the usefulness of selective credit controls in our
present situation, although I would like to keep an open mind about them in
some circumstances.

On the related topic of price and wage controls. my view is much the same.
I can conceive of circumstances in which they would be needed. I do not believe
that those circumstances prevail today. A fact that I have found particularly
impressive is the evidence presented by Assistant Attorney General McLaren at
an earlier session of these hearings. He found that price increases during the
recent inflationary period have been inversely related to the degree of con-
centration in particular industries, that is, to the degree of market power
prevailing in those industries. This suggests that corporate market power has
not been one of the important factors in promoting the inflation. The case for
direct controls over these prices is accordingly weakened.

A better case can be made, in my view, for wage and price guidelines.
I welcome the decision of the Administration to establish an inflation alert
and to examine the implication of particular wage and price increases. Specific
guideposts on wages and prices, however, should arise not from a purely govern-
mental decision but from a consensus of business and labor. I do not see how
else, under prevailing conditions, such guideposts could acquire the necessary
degree of moral authority. Moral authority is the only kind that in my view
such guideposts should have.

The debate over the respective merits of guideposts and so-called jawboning
has been very extensive. It happens that with respect to fiscal and monetary
policies, as well as with respect to the economic outlook, there has been a high
degree of consensus among the economists of the present and the previous
administration. Guideposts have become the principal difference. This has
caused the subject to acquire a degree of importance that, in my view, is
greatly exaggerated. The debate sometimes has sounded as if the presence or
absence of guideposts meant the difference between an effective and an ineffec-
tive anti-inflationary policy. This impression is dangerous. It could induce the
wholely erroneous beliefthat, once some version of guideposts or price surveil-
lance such as the President's inflation alert had been instituted, the need for a
rstraining fiscal and monetary policy had altogether disappeared. Even a
successful guidepost policy-and there is no clear evidence that guideposts in
the past were particularly effective-can at best shave a few fractions of a
percentage point off 'the rate of inflation.

It is tempting to think that guideposts could be given teeth via the tax
system. Theoretically it is not inconceivable that some kind of income tax
penalty or concession could he attached to the degree of compliance with guide-
posts on the part of individual firms. The difficulty is in the practical admin-
istration of such a proposal. It is not easy to define the precise amount of a
wage increase and hence the degree of compliance with particular guideposts.
Yet, for tax purposes, absolutely precise definitions are needed. Despite its
obvious difficulties. I think the matter would be worth examining because
I can see no other good way of coming to grips with a relatively small number
of wage increases that are totally beyond past normal experience, and totally
inconsistent with price stability. I am referring to increases in some recent
contracts. in the range of 10-20 percent. and in some cases, I believe. in excess
of 20 percent. This I believe, is a totally new phenomenon. It reflects a degree
of imbalance of bargaining power that raises questions concerning the viability,
in those industries, of normal collective bargain. If collective bargaining is
to be preserved there, as I think it should be, a way needs to be found to
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strengthen the bargaining power of the employer. To give the employer a
stronger incentive to resist extreme demands, be it through the tax system or
otherwise, seems to be a way of doing so.

Fighting inflation by orthodox means unfortunately implies some sacrifice
of employment. I need not stress the enormous importance of dealing with this
unemployment on two fronts: first, to provide adequate compensation, through
wider coverage, higher benefits, and longer duration of unemployment com-
pensation; and second, through structural measures to improve the labor
market, including manpower training and better job information. In addition,
I would like to put forward a suggestion that would help those who have
found a job after suffering unemployment, and may also provide an increased
incentive to seek a job. Persons having suffered a spell of unemployment might
be freed from income tax withholding in their new employment for a period
related to the duration of their unemployment. This would give them a better
chance to restore their financial position. It would, in fact, be no more than
fair at least to reduce, if not altogether suspend, the withholding because,
in terms of their full year tax liability, persons having suffered substantial
unemployment would probably be exposed to overwithholding at going rates.
Relief along these lines would also increase the incentive to find a job by
widening, at least temporarily, the gap between unemployment benefits and
the regular pay rate. Conceivably, the amounts not withheld could be forgiven
altogether, but that would be a net tax loss that raises issues of a different
order.

CONGLOMERATES AND ONE BANK HOLDING COMPANIES

In response to the questions posed by the Chairman, I would like to comment
briefly on conglomerates and one bank holding companies. I have at various
times written in opposition to the formation of conglomerates, and maintain
that view today. It is based, not on the questionable financial and accounting
practices of certain conglomerates that have since come to light, but on the
simple fact of concentration of power. I regard that as a threat to democracy,
even in the absence of a clear restraint of competition.

If bank holding companies were to lead to conglomerates of this kind,
I would certainly be opposed to them. I very much doubt, however, that this
would happen. Banks, to be sure, have money and can buy other companies-
but so have all large companiem Bankers have no special aptitude for the
management of large industrial and commercial enterprises outside the finan-
cial field- as witness the familiar pejorative term "banker control."

My concern with one bank holding companies is that banks should have the
power to evolve within the financial field and closely related activities. Else
they will go the way of the railroads. I cannot foresee what the course of
innovation in the banking field will be, and therefore do not believe in spelling
out a list of permitted activities.

The creation of mammoth institutions seems to me unwise. There is a trade-
off. consequently, between any additional expansion that banks should be
permitted to engage in geographically, through branching and merger, and
additional expansion into new lines of activities. If no limits were set in
either direction, we would indeed be in danger of fomenting mammoth institu-
tions that would constitute excessive centers of power. In general, my prefer-
ence would be to allow banks to diversify into newly emerging fields, directly
through the holding company route. rather than into already existing activities,
although I would not apply this rule rigidly.

Chairman PATrANY. You gentlemen have presented very interesting
statements and I think they bear on our current problems as much
as any statements we have had.

The problems mentioned, I think, are overshadowed by the lack
of moniey or a source of credit for housing and things like that
which are so essential to the people.

As brought out here by another witness, if you purchase a $20,000
home now at current interest rates and 30-year term, the buyer of
that home must obligate himself to pay not only the $20,000 but also
S38,000 interest, or a total of $58,000 for a home. Of course, very few
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people can pay that kind of money, and the number of housing
starts. of course, is not up to expectations.

We have passed in Congress an ambitious program for housing,
with a goal of 26 million residential units over a period of 10 years,
and, of course, we are not living up to that goal. We are not any-
where close. And one of these days we are going to reach a serious
situation in housing if it is not already reached in some particular
areas.

Now, as much money as we have available for all purposes,
including speculation and gambling and high cost loan sharks, it
occurs to me that we should siphon off some of that money for
decent homes in this country, and yet we do not have an adequate
source of money for housing.

In other countries central banks are required to assume social re-
sponsibilities. In Mexico, just south of the Rio Grande, 30 percent
of all the loans that the commercial bankers make, using Govern-
ment credit, of course, must be made to finance housing for low
income groups. It is working quite well.

In other countries of the world, I think you will find that all
central banks have some social responsibility or responsibilities. But
in this country we do not seem to have anything like that.

Would you comment on whether or not that would be good or bad,
Dr. Ackley, to require our monetary authorities to assume social
responsibilities particularly in the housing field?

Mr. ACKLEY. Well, I would think that on balance it probably
would be mistaken, Mr. Chairman. I believe that we ought to appro-
priately reallocate credit toward housing construction. We ought to
do a better job of protecting it from the periods of tight money used
for restraining inflation. But it seems to me that the reallocation
ought to be one that is accomplished by the legislature, which ought
to define and implement society's goals rather than simply telling the
Federal Reserve to do it.

There are, of course, many ways-
Chairman PATMAN. Well, I am asking you, should the Congress

do that?
Mr. ACKLEY. Well, there are many ways, of course, in which the

Congress is doing that now. Perhaps it could do it more. The bill
which, I gather, has just passed both houses provides some subsidy
for interest rates. Interest rates could be further subsidized to help
certain classes of housing if it were so desired. And, of course, the
Home Loan Bank Board, FNMA, GNMA, et cetera, have a number
of programs. If necessary, they can be expanded-

Chairman PATArAN. Let me revise that question to ask whether we
should make more demands of the monetary authorities along the
lines of priorities including housing? In other words, should we have
a different approach? Instead of just letting the banking people go
and allocate credit as they desire, have some guidelines for them and
some requirements-a must list to give some attention to the most
desirable needs of the people, including housing?

Mr. ACKLEY. I certainly believe that it is appropriate for public
policy to concern itself with the allocation of credit. We sometimes
think that if we just leave it to the banking system-to credit
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markets-it somehow gets perfectly allocated. Well, that is a lot of
nonsense. The institutional structure of our financial system is such
that it inevitably warps the allocation of credit in certain ways,
sometimes accidental, sometimes otherwise. But it seems to me that
the approach to a better allocation should be through legislation.
Public housing, interest rate subsidies, rent subsidies get directly at
the objective.

Chairman PATIMANT. My time is very limited. Let me briefly ask
the other witnesses here today, Dr. Samuelson, how do you feel about
the suggestion I put to Dr. Ackley?

Mr. SAMUJELSON. I believe that if the American people seriously
wish to give higher priority to housing-and I do not think the fact
that Congress, on one happy day, not know,,ing really what they
were doing, passed a resolution that we ought to have 26 million
new units of housing over a decade, constitutes a serious approach
to the problem-if the people through its congressional representa-
tions, and, I would add to Dr. Ackley's statement, through its admin-
istration, which should be responsive to the wish of the people, wish
to have more resources go into housing than will flow under laissez-
faire, this can be done and it should be done and it should be done
by precisely the backdoor financing that Prof. Wallich referred to
earlier, which is responsible for housing having held up as well as it
has held up in this tight money period. Housing would have been
very much down if the Government had not been increasing, through
the housing agencies, the flow of funds.

I see no reason to give that task to the central bank itself. The
central bank will make it possible for the markets to have the right
total funds but it is the duty of the Executive and the Congress to
see where those funds go.

The only reason for having the central bank do it would be if
you really do not believe in the program and do not believe that the
people are really convinced but that they momentarily are in its
favor, in which case by subterfuge the central bank could continue
to do something which your good resolution thought ought to be
done on a momentary basis.

Chairman PATMINAN. Do you believe that all the interest rates should
be fixed in the marketplace?

Mr. SAYMUELSON. I think that the Government, through its housing
agencies, should intervene in the marketplace but then the interest
rates subject to intervention, should find their competitive levels.

Chairman PAT-MAN. Yes. Whlat do you think about that, Dr.
Wallich? Do you think that interest rates should be determined by
the marketplace?

Mr. WALLICIH. They should, as far as the lender is concerned,
Air. Chairman. Now-

Chairman PATMNANN. As far as the lender is concerned, but-
Mr. WALLICH. As far as the borrower is concerned, if appropriate,

he can be subsidized. But if you constrain the lender, you create a
disequilibrium system. You make him lend where he does not want to.
If you give the subsidy to the borrower, he can compete. You can
make the subsidy as large as you like, and the lender wvill-

Chairman PATAIAN. Well, that, of course, has its objections, too.
Right here in Washington, Philadelphia, Chicago, and many places
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in the Nation today, we thought we had enacted a pretty good law,
section 235 and 236. You know, that contemplates subsidies, particu-
larly on interest rates, section 235, and even right here in Washing-
ton, as good as our intentions were, people have bought homes that,
of course, are rundown and not worth much money, say, for $6,000
and then find some poor person who can qualify for the section 235,
8 percent of the 9 percent interest as a subsidy, and sell it to him,
say, for $19,000. That is going on all over the country right now.
It has gotten to be quite a racket. Everything we attempt along that
line seems to turn into a racket, and we have got to do something
about that very thing right now, about the subsidizing of the
interest.

But what gets me is that we cannot find any source of funds for
housing. You take corporations, they are not restricted on the amount
of interest that they can receive for their funds or for the money that
they borrow. As long as we have that system and have the specu-
lators and the gamblers and all the others bidding for money, I do
not think the outlook for housing money is very good.

So, I think we have got to find a source of funds, a real source of
funds, without reference to subsidies.

I want to make one statement about the bill that we passed out
of our committee yesterday and I will yield to another member. We
passed a bill out of the Banking and Currency Committee yesterday
in the House that provides for wage and price controls, salaries and
rents, if the Executive desires to impose these controls. It could be
on a selected basis. It would not have to cover all the ten or 15 million
prices and wages as it did one time before in our country. That, of
course, required patriotic fervor to enforce, and we do not have that
right now. This legislation would give the President the power to
have some control, so that if he is dealing, to take a hypothetical
case, but one which could happen, with a case of steel manufacturers
who decide they wanted a 5 percent increase right quick and who
put it into effect, the President could call up the leader and say,
"now, you should not do this. It is not in the public interest. We are
trying to keep down prices and wages and I want to respectfully
ask you to eliminate that 5 percent increase."

Of course, if the President does not have some power to back that
up, moral suasion or so-called jawboning does not amount to any-
thing because the President does not have any power to reach back
and say, I have another weapon.

Congress has also given the President the authority to impose
credit controls, even to roll back interest rates. A law that the Presi-
dent signed just before Christmas last year gave him that power.
The President, and I am sure he is using sincere judgment, has not
seen fit to impose any of those controls. Now, we are giving him
more power, in other words. more weapons in his arsenal to fight
inflation and high interest rates. That is our purpose. It is not to
make him impose them but to enable him to pick out any one of
them or all of them that he wants, to impose them at the proper
time if in his judgment he wants to impose such controls.

So, I think it is very necessary to have that in order to properly
control the economic situation that is causing us so many problems
now.
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I just wanted to bring that up and when time allows me again,
I expect to pursue it further. But, now, I yield to Mr. Conable.

Representative CONABLE. Thank you, Mr. Chairman.
I would like to thank this distinguished panel for its contributions

at this rather perplexing point in our transitional economy.
I have some questions, I guess, for Prof. Samuelson. There has

been a lot of notice in the press lately about the new modesty among
economists. I think that maybe I may have detected that somewhat
in your statement. I am a little confused about it. At one point it
seemed to me you were saying there had been some very bad forecasts
for the second quarter, but that it was the fault of the economy and
not the economists. Is that-

Mr. SANLUELSON. I do not think I pronounced upon-
Representative CONABLE. I thought I got that implication, sir,

from what you said.
Mr. SAMUELSON (continuing). That matter. Well, let us just put

it this wav. They are God's creatures playing the piano as best they
can but they finally had a very difficult piece to play.

Representative CONABLm. I quite agree this is a difficult time. We
are grasping at a lot of straws and we do not know which way the
wind is blowing them yet.

You say you are not a monetarist, sir, and yet I notice in your
statement that you do not talk about the surtax or the possibility of
imposing higher taxes and that you do not mention the probable
impact of a return to substantial deficits, something which is a very
real threat at this point in terms of the Congress's unwillingness to
act on the President's recommendations on revenue and in terms of
the built-in escalators we have in so many of our Government pro-
grams. You also say that we must not proceed on the assumption
that the recession, the mini recession, you call it, is over. Do you
think we can afford to proceed in fiscal matters on the assumption
that inflation is over?

Mr. SA3MUELSON. No. I think that the best diagnosis of the current
situation is that the peak of inflationary pressure as measured by
the rate of increase of the comprehensive price indexes in all proba-
bility occurred in the first quarter of the year, and-that we are
making progress on the inflation front. I wish to say that I think
it will be small progress and that the administration's economists
have made some of their grossest errors, errors which I will not
myself confess to, in optimism on where we would be 6 months
ahead in their pronouncements on the rate of price inflation. But I
think that we are making progress, we have made progress, we will
not lose that progress if you follow the general advice which I gave,
which is at this time to be preoccupied with the recession problem.

Now, I wish to correct any impression that you may have derived
that if I were prescribing fiscal policy at that time I would be
recommending higher taxes because, of course, that is not consistent
with the tenor of the highest priority wwhich I am urging upon you.
If I thought that you were receptive, I mean, the Congress generally
and the administration, to greater use of fiscal ease at this time in
the fight, in the concern against slow growth, I would indeed recom-
mend that. I think monetarism-I am sorry, the monetary weapon
which, by the way, is not the exclusive property of economists called
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monetarists, it also belongs to eclectics-I think that is what is used
because Congress has not shown receptive signs of being willing to
use fiscal policy for macroeconomic stabilization purpose and I want
to go on record as deploring this tendency among your colleagues.

Representative CONABLE. Do I take it, then, that you are not con-
cerned about the return to possible substantial fiscal deficit?

Mr. SA-MUELSON. I do not think that is the proper first concern now
because we do not have, upon any of the forecasts which anybody in
this room has mentioned, a deterioration of the full employment
deficit. If you wish to look for a guide to policy, I do not regard it
as a perfect guide, but as a more appropriate guide than the deficit
which has been developing because the economy's own weakness has
generated low profits and low tax receipts. That kind of deficit is not
to be avoided.

I also want to comment because I suppose it was not said in jest,
the Assistant Director of the new Budget Bureau or Bureau of
Management was quoted as saying before your committee, and I
hope that this is a misquotation, that you should never have a
deficit for economic reasons. and the answer to that is, of course,
that is the only reason that you should ever have a deficit and you
should have a good economic reason for having that deficit. I hope
we have not lost 30 years of understanding. I think we have lost
2 or 3 with each passing year. I hope it is not 30 or 40 because then
the consequences, and I now speak as a common stockholder, the
consequences would be onminous for my wife's portfolio.

Representative CON-ABLE. Professor Wallich, would you like to
comment on the possibility of return to substantial governmental
deficits here and its relationship to possible new revenue sources
as well as the attitude of Congress toward the general issue of fiscal
restraint?

Mr. *WALLICI. I think the general danger of our going into large
deficit exists. Very plainly if the tax proposals that are up are not
acted upon, if various expenditure proposals are exceeded, we could
have the kind of deficit that congressional committees and others
have computed, going on toward $10 billion. To this deficit I would
always add as a memorandum item, the fact that there is some effect
in $10 billion of extrabudgetary expenditures that are thereby incre-
mental that are not just nominal. The nominal are $20 billion and
at least half of those may be effective in raising aggregate demand.

*What concerns me mostly about that kind of a deficit even in a
recession or near-recession, is that it compels us to maintain a much
tighter monetary stance. I would like to get interest rates down.
I think this 81/2 percent rate is a serious impediment to the function-
ing of the economy. This we will not accomplish if the Government
borrows very heavily in the capital markets, preempts the very in-
adequate flows of capital that we now have from savings, and in
effect takes them away from housing, from business, and from the
consumer.

Representative CONABLE. Professor Wallich, if I may interrupt at
that point, there is a pretty direct trade-off, is there not, between
these very substantial deficits and the housing market? In other
words, if the Government is borrowing a very substantial sum of
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money, it is most likely to come out of the housing market generally,
is it not?

Mr. WALLICH. That is unfortunately the case, because it is in the
housing market where demand is most elastic and is most easily
squeezed out as interest rates rise. Every billion dollars that we can
save on the budget gets transmuted into potential credit in the
market and the marginal beneficiary again is likely to be housing.
It enables the Federal Reserve to open up that much more. The
choice really is not between quicker recovery or slower recovery,.
although that too might be involved. The principal choice, I think,
is whether we want more expansion on the monetary side or on the
fiscal side. I would vote for the monetary side.

Representative CONABLE. Dr. Ackley, you say in your statement
there has been much talk recently about the need to perserve in a
highly restrictive fiscal policy stance. I wonder what in your view
is the size of deficit you would prefer to see during the cLIrrent
fiscal year?

Mr. AcKLEY. Mr. Conable, without a very detailed projection of
both the economy and probable course of expenditures and tax
legislation, and so on, I would hesitate to use a single figure. I tried
to make very clear in my summary that I was in favor of a deficit
in fiscal 1971; that the economic situation, as every one that I know
sees it, is one which makes a deficit appropriate, and a sizable deficit.
I would not be frightened by a $10 billion deficit.

Representative CONABLE. $10 billion. Thank you.
Mr. Chairman, my time is up.
Chairman PAtYIAN. Yes, sir. Senator Proxmire?
Senator PnOX}IIRE. Following up that question that has been

pursued so well by Mr. Conable, yesterday we had the Secretary of
the Treasury, Undersecretary of the Treasury, and Assistant Secre-
tary of the Treasury before us and I thought that ainong these, the
Nation's principal fiscal officers, we could get some notion of the
degree of fiscal restraint based on the full employment surplus that
we are likely to run in the coming year. None of them could come
up with anything like a figure. They said this depends upon as-
sumptions. We asked for their assumptions and they just could not
tell us.

Now, we have three of the most eminent economists in the country
before us and would you care, Mr. Ackley, to give us your estimate
of the likely full employment surplus that we would be running,
and if you want to break it down between the first half of this fiscal
year and the second half it would be very helpful.

In other words, some of the top people in the Government did not
seem to know how much restraint, fiscal resthrint, we are actually
exercising. If you could tell us that we would like to know.

Mr. ACKLEY. Well, the best estimates that I know of, of the full
employment surplus, are those which were published about 2 or
3 weeks ago in the Brookings Institution volume entitled "Brookilngs
Papers on Economic Activity, No. 1," table 4 on page 108. It esti-
mates the full employment surplus on the basis of the January
budget as $11.4 billion for the second half of 1970 and $18.7 billion
for the first half of 1971. Together they make up the fiscal year 1971.

Now-
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Senator PRoxJimE. That would b& about a $15 billion overall
surplus.

Mr. ACKLEY. Yes. In the text it is noted that the May budget
revisions will reduce that by roughly a billion and a half dollars.

Senator PROXMITRE. Now, are you saying, then-
Mr. ACKLEY. So that $13 to $14 billion would be the size of the

full-employment surplus for fiscal year 1971.
Senator PROXMIRE. I also understood you to indicate that you

thought we ought to start the economy moving and we ought to
start growing and cutting down on unemployment. Did I understand
you to say that to do this we should try to achieve a full-employment
budget balance, which would translate itself then perhaps into a
surplus of some $10, $12, or $13 billion?

Mr. ACKLEY. A deficit-
Senator PROXMIIRE. A deficit, I mean, of $10, $12, or $13 billion if

unemployment remained at this level.
Mr. ACKLEY. I would not prescribe policy solely on the basis of the

size of the full-employment surplus or deficit. It is not that accurate
a tool. I think that fiscal policy for the year ahead needs to be made
on the basis of the best possible forecast of developments in every
sector, and so on. This is simply not the way to do it. But the out-
come of the specific steps that I should think appropriate would be,
as I suggested, a substantial actual deficit-which would still be
consistent with a small full-employment surplus.

I point out that during the first 7 years of the 1960's we had each
year a substantial full-employment surplus, yet we were employing
a stimulative fiscal policy to get the economy expanding, and it did.
We cut taxes not once, but several times.

Senator PROxMIRE. It was not a very substantial expansion policy
if you were running a full employment surplus, was it?

Mr. ACKLEY. Yes, it was. It was much more expansionary than if
we had not had the effect of those tax increases.

Senator PROXMnuE. I think your position is clear. You think we
ought to run a substantial deficit under present circumstances, per-
haps in the area of $8 or $10 billion more or less. Now, how about
the effect of that which I think Mr. Wallich very well delineated on
the capital markets? How about the effect of that on housing? That
means the Federal Government has to borrow another $8 or $10
billion or more, much more, because of the consolidated budget
estimates. And the administrative budget would be more than that.
They might have to borrow $15 or $20 billion. Does this drive up
interest rates and make money available for State and local govern-
ments and housing more scarce?

Mr. ACKLEY. It does not have to, Senator. That depends on the
monetary policy. Under the economic circumstances that I envision,
and I gather that my colleagues see it much the same way, I believe
that we ought to be stimulating the economy both by monetary and
fiscal policy. Mr. Samuelson gives up on fiscal policy and says, well,
let us do what we can by monetary policy, because neither Congress
nor the administration is likely to set out to have a big deficit. I
would like to see both policies somewhat more expansionary. It is
not automatic that deficits have to come out of housing or that
deficits have to raise interest rates. That depends on what kind of
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monetary policy is being followed, and what kind of policy is appro-
priate under the economic circumstances.

Senator PROX3nrRE. Well, you gave us a very impressive, I thought,
analysis that easing monetary policy substantially, easing fiscal
policy, will not result in increasing inflation. However, while the
historical analysis was comforting, I did not hear any analysis in
terms of specific impact. Are you counting on or expecting a slow-
down, for example, in business investment in plant and equipment?
What other developments in the economy do you feel are likely to
occur that would reinforce this notion that inflation will not resume
if you ease up on the restraint now?

Mr. ACKLEY. I think the outlook for business plant and equipment
spending for the next year is at best one of holding its own in
terms of dollar expenditures, with a reduction in real terms. It could
possibly do a little better than that, but I think we should not count
on any real expansion in business plant and equipment spending.
We should be getting a substantial recovery in housing. Consumer
expenditures should continue to rise and perhaps rise substantially.
State and local purchases will be rising rapidly. But the total pic-
ture, so far as I can see from the forecasts that I have seen, and the
ones that I am able to put together myself, suggest only the tiniest
rise in real gross national product over the next year. Yet, quarter
after quarter, our capacity to produce is increasing steadily, as our
labor force grows and its productivity improves. Those are resources
that we ought to be using. We can use some of them for Federal
expenditures. We can also use some of them for housing. At full
employment, budget deficits may come out of housing. But when
we have idle resources they do not have to.

Senator PROXMfIRE. Let me call your attention to a development
which I think, although I was one of the authors of the bill, I over-
looked and I think all the witnesses we have had have overlooked.
I think it could have a dramatic effect on employment and stimu-
lating the economy. We passed the Emergency Home Financing Act.
You referred to that. It has passed both houses, is on the President's
desk, he endorses it enthusiastically. He will sign it. This bill on
the basis of the most careful analysis that we can get, will provide
in the first year additional housing starts amounting to 512,000. It
will result in, we estimate, 429,000 construction jobs on the site. It
will result in addition to 797,000 jobs in allied areas which will
supply housing. In other words, it will increase employment by
1,226,000. That is the estimate. And this would reduce unemployment
by about one-third.

Now, while, of course, this does not allow for replacement, does
not allow for slippage and that kind of thing, I think this could be
a very profound impact that has been overlooked because what we
are getting into is not simply the low and moderate income housing.
This provides a subsidy for people buying $20,000, $25,000, and
$30,000 homes, bringing the interest rates down to 7 percent. It is a
very small amount of Federal spending. It will not be translated into
budget deficits but would trigger a lot of private sector spending,
we think.

Now, would that tend to change your view on to, economic
outlook?
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Mr. ACKLEY. My view of the economic outlook already includes a
very substantial increase in housing. The last time I tried formally
to put together a forecast I had the rate of housing starts getting
up to close to two million by the middle of next year. That is pretty
high.I do not knowv what the impact of this-

Senator PROXMIRE. I think that would be very consistent. I think
that would be about right.

Mr. ACKLEY. I was counting on the Government contributing
substantially.

Senator PROXMIIRE. That would be about 600,000 on top of the
1.4 million housing start rate we are operating now. I think that is
pretty close. Then you took that into account. In spite of that you
feel we should even further ease up, then, on monetary and fiscal
policy, in addition to this, I should say?

Mr. ACKLEY. Well, residential construction is between $25 and
$30 billion in a GNP of a trillion dollars. It can expand a lot, with-
out picking up aIl of our slack we are likely to have.

Senator PROXMIIRE. Dr. Samuelson, when you were before us last,
I think the last time, you gave this conmmittee a C-minus rating.
This morning you referred to something that we did that you
thought was right.

Mr. SAMULSON. Yes.
Senator PROXMIRE. Would you revise that, maybe give us a C or

C-plus?
Mr. SAMUELSON. No. I think since you are fishing, considering the

difficulty of the situation and your improvement, I am going to give
you a B-plus rating.

Senator PROXMIRE. B-plus.
Mr. SAMUELSON. And I like the trend and I think a little more

assiduous application is going to result in even better results.
Senator PROXMIRE. Unfortunately, my time is up. I want to come

back.
Chairman PATMIAN. Mr. Moorhead?
Representative MOORHEAD. Thank you, Mr. Chairman.
Dr. Ackley, the Chairman mentioned the fact that the House

Banking and Currency Committee reported out a standby wage and
price control bill yesterday. I think you are making a very good
suggestion. The Committee wanted to have some cut-off date, an
arbitrary date which it set as February 28, 1971. If you put controls
into effect, they will expire then. Your suggestion, as I read it, is
that at an appropriate time the President should be given permanent
authority to establish wage and price controls for a limited period..
Is that correct ?

Mr. ACKLEY. I did make that suggestion. I tried to make it clear-
and for those who have not read my prepared statement, I want
everyone to be fully aware-that I would be opposed to the use of
wage and price controls under present circumstances. But I do be-
lieve the President ought always to have standby authority to use
wage and price controls.

Representative MOORHEAD. As I understand your testimony, you
say this inflation just started because of aggregate demand, but is
now cost-push. So would not this be the appropriate time to invoke
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wage and price controls, when we are in the cost-push stage of an
inflationary spiral ?

Mr. ACKLEY. Yes, very much so in the sense that price controls
under a cost-push situation do not necessarily involve the tradi-
tional black markets, the requirement for rationing, and so on. Yet,
it seems to me that the complexity, the administrative nightmare, the
distortions that are bound to come with price controls make them a
last resort kind of device, that we surely should not consider using
until we have done everything we can short of controls. It seems to
me that, until we have made a valiant attempt to construct an effec-
tive incomes policy we ought not to be thinking about controls.

Robert Roosa's suggestion of a quick 6-month freeze-limited to
6 months-has some attraction. I think the time is not appropriate;
in general I ami against it. But certainly there could be a situation
in which a quick freeze could deflate inflationary expectations, could
slow down the spiral, and give the economy a chance to start over
with a little higher degree of stability.

Nevertheless, I do not think now is the time. I would be opposed
to wage-price controls now.

Representative MOORHEAD. But as I read it, all of you gentlemen
are considering federal devices in varying degrees. Professor Samuel-
son says this is the time to give our primary attention to economic
retardation. Professor Wallich suggests, I gather, keeping the foot
on the fiscal brake but stepping on the monetary accelerator. And
Dr. Ackley, I gather, proposes easing up on both the fiscal and
monetary situations. Would this be a correct analysis? I ask you all
to comment on it.

I sense that all of you think we can do this without the fear of
recurring inflation. Still, should we not hedge our bets by creating
stand-by controls at this time, so that if we make a mistake and
ease up too fast, we can still act quickly to stop it. Dr. Wallich?

Mr. WALLICH. I would say in that case we had better be more
careful with the policies and ease up less on money. We are con-
cerned about limited government, hence, about all power given to
the government. I am concerned even in the case of standby powers
that are not supposed to be used. Allow the Government to arrest
the movement of wages and prices, why not allow the Government
to arrest me? We have a limited Government, and it should not
have any powers that it does not actually need, however wise the
Government may be.

Representative MOORHEAD. Dr. Samuelson M
Mr. SAMUELSON. I think that direct wage and price control are

extremely powerful weapons in the short run, but they spring leaks
and become inequitable fairly rapidly, so I would save them for
really extreme emergencies.

Now, I have no strong opinion one way or the other about stand-by
powers when that strong emergency comes. However, implicit in your
question are two different aspects. While we are in a period of weak-
ness of demand-pull which we are now and have been in, that in
principle is the time when you could most easily introduce a wage.
freeze.

In 1951 and 1952, just after the Korean outburst, you had a meas-
ure of the direct wage and price controls and if you just look at the
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record in a superficial way they worked extremely well. Now, they
were able to do so because the situation was already in process of
being relaxed, so in answer to your first question to Dr. Ackley, if
you asked me when are they going to work better and more easily,
in a period like 1968 when the inflation is still building up or in
a period like 1970 when Senate control as far as demand-pull is
concerned, I have to answer they work more easily in the 1970 period.

In giving you that answer, however, I am undermining the answer
to your question, which is, suppose we are off to another bout of
inflation which will be demand-pull inflation; do we not then want
to have the price controls for that purpose?

Now, maybe you want to have them for that purpose but I must
in all consistency say they will be very hard to apply.

One last thought. If, now that we, by agreement for the moment,
say we are not in demand-pull but have cost-push, if you say, is not
this the time to put in wage-price controls, giving equal emphasis to
wage and price, there is a little element of a swindle in that. The
horses have been allowed to run out of the stable and now you are
going to beat up on the grooms who are left there. So, if you look at
this from the standpoint of the rank and file of labor, they think of
themselves, quite honestly think of themselves as having been cheated,
that the increases in the cost of living which have not come through
to them in their usual improvement factor have already taken place.
The settlements which are taking place now are delayed settlements
to try to restore justice, and you are saying just at this time we will
put in a freeze. So, without commenting on the equity, I simply say
you are borrowing a mess of trouble as far as expecting cooperation
either from the union rank-and-file member or from his official in
having a policy which is deliberately designed to come in after the
demand-pull is over and while the cost-push is still on.

Representative MOORHEAD. Dr. Ackley, do you have any comments?
Mr. ACKLEY. I think only this. The only possible purpose I could

see for wage and price controls in the period ahead would be in the
nightmare situation in which we continued to have slack in the
economy and yet wage settlements continued to be at eight, nine, or
ten per cent. Suppose the spiral were to continue for another six
months with no sign of slowing down. Conceivably, in that kind of
circumstance, I would be willing to see a freeze used. I do not antici-
pate that. And I certainly would not suggest that we use controls
now.

Representative MOORHEAD. Dr. Ackley, may I return to a section
of your prepared statement? In connection with a possible tax in-
crease you suggested that if we did do this, it would reduce the
pressures to restrain spending in defense, space, the SST, agriculture,
and some of the obsolete programs that the President mentioned.
But the President indicated in a press conference this week that there
was little room, if any, for further cuts in the defense budget for
fiscal 1972. You have had your experience with defense budgets. I
am sure our other witnesses have too. Would you agree with the
White House's position, implied in the new stories this morning,
that reductions in defense spending for Southeast Asia are going
to be fully achieved in 1971 and that nothing will be left to be cut
in defense budgets in subsequent years?
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Mr. ACKLEY. I could give you an off-the-cuff reaction to that, Mr.
Moorhead, but I do not think it would be worth much. It seems to
me that one has really to study the details of the defense budget to
have an informed opinion. I am glad that you and Senator Proxmire
and others are really looking into the nuts and bolts of the defense
budget and seeing what can be done. Without the benefit of that
careful study, I would hate to make an off-the-cuff judgment.

But my hunch is that there is still room for some cuts in that
budget.

Representative MOORHEAD. Thank you, Dr. Ackley. My time has
expired.

Chairman PATMAN. Dr. Ackley, I did not quite understand your
answer to Mr. Moorhead's question a while ago about temporary
price controls such as proposed by the House Committee on Banking
and Currency yesterday. Do you look with favor upon that now or
not?

Mr. ACKLEY. I do not object strongly to it. I do not expect it to
be used within the period of its authority. If we are to have price
control legislation, I would prefer permanent stand-by legislation.
However, it seems to me that the passage of such legislation at this
time is neither desirable nor necessary.

Chairman PATMAN. But you believe some type of control should
be within the power of the President?

Mr. ACKLEY. Yes, for emergency purposes.
Chairman PATMAN. I agree with that.
Mr. ACKLEY. I agree strongly with Professor Samuelson that they

ought not to be used casually. But as a last resort.
Chairman PATMAN. That is right. I agree with you. I went through

this the other time when we had 10 million prices and wages controlled
at one time, and I certainly would not look with favor upon enforcing
them right now at all, but it is only for the purpose of giving the
President what you might call something to back up his moral suasion
or his jawboning.

Every constituent, every citizen has four people to look to in
Washington, D.C. One, his own representative in Congress, from his
congressional district, the two U.S. Senators from his State and the
President, who is also elected by all the people. Now, those four are
the ones that each constituent looks to, and the President of the
United States is in a position where he can do things that are tre-
mendous, especially in his area, and why should he not be-if he
goes before these steel manufacturers like I mentioned a while ago,
and he says, I just want you to roll your steel prices back and not put
that five per cent into effect, it is against the public interest, and you
want to be a good citizen, I think you ought to do it because other
people are cooperating with the Government. I think the President
is well within his rights in doing that, do you not, Mr. Ackley?

Mr. ACKLEY. I do, Mr. Chairman, yes.
Chairman PATIrAN. Do you agree, Dr. Samuelson? In other words,

I am talking about jawboning and moral suasion now. Do you not
think the President has not only the right but the duty under cir-
cumstances when the public interest is not being protected?

Mr. SAMUELSON. I go farther and I think that there is more efficacy
to Presidential leadership and jawboning and moral suasion than
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has been suggested even by some of the remarks said here and I think
a great opportunity was thrown away in 1969, part of which can
still be recovered. I have reference to a Presidential adviser, that is,
an adviser to the candidate and to the President, who said that he
urged in the first days of this administration that the President use
his leadership and he was told that was alien to the philosophy of
this Government. He said on public radio, so I quote it, that he went
back and sent ouit a telegram to 3,000 clients to raise prices because
that is the way the new system is to be run. And he can do it, in
monitoring the Wall Street Journal and other sources. I myself, not
knowing of this, was picking up a great number of increases in prices
because there was no reason not to do so, and I think that was bad
from the longrun business standpoint since we were moving into
a period of retardation.

But, I want now to be responsive to your question, I have fears
of giving to any one man, the President included, the authority to
decide in his judgment what are the proper prices and by force of
law to be able to set that price. It seems to me that none of the last
couple of Presidents or the present President would misuse that
power but I would not feel that way about Peron in Argentina, and
he was a man of great voting power among the electorate, and Iwould not want Congress to abrogate that policy and give it to an
executive officer. It goes contrary to what, it seems to me, is likely to
be good economics and good equity and good efficiency in running
the economy.

Chairman PATMAN.- Where a steel price increase appears to be
contrary to the public interest and it is wholly contrary to the desire
of the Government to keep down inflation and stabilize the economy
and help the consumers, do you not think that Congress has a duty
to at least provide the President with some support for his jawboning
and moral suasion? If there was a contrary group in the minority.
we w-ill say, a half dozen out of the many steel manufacturers who
just adamantly say we are not going to cooperate at all, if we have
armed the President with another weapon in his arsenal, he can just
say. ' `Well. now, of course, you gentlemen are just wrong about this.
most of the manufacturers are willing to comply. Our whole program
cannot be wrecked by a small minority. I have the power to impose
temporary price controls and if you do not go along, I will have to
consider whether or not I impose those controls." Do you not think
he would have more power to back up his demands in the public
interest and the public good, Mr. Samuelson?

Mr. SAMUELSON. Yes, lie certainly would and in many cases that
power would be used to public advantage, but I do not see how you
can give him that power without introducing the possibility of its
misuse.

Chairman PATIrAN. Well, I am not even discussing that because
I feel that a President acting in the public interest would not do it
and I do not think we have ever had a President that would just
absolutely go contrary to the will of Congress and the people and
do something that is not in the public interest. I just do not.

Mr. SAIJUELSON. But we never had a President who had for one
of his important preoccupations to determine what are just prices
as between industries.
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Chairman PATMAN. That can be handled by law if he does not do
it right. You see, Congress can have the veto over the President as
the President sometimes has a veto over Congress.

Mr. Wallich, what do you think about temporary controls?
Mr. WALLICH. I do not favor them, Mr. Chairman. I think standby

powers are likely to give rise to an uptrend in prices, precautionary
price and wage increases, and if used, I agree with my colleagues,
they would distort. For instance, in the case of steel, I find it hard
to visualize a situation in which it would be in the public interest
to raise the price of steel. The price of steel in that case could
practically never be raised. Extending this a little to other products,
it would mean that certain parts of our industries would deteriorate.
They could not raise the money to invest, would become less com-
petitive. Imports would rise. It would be the kind of a situation that
we know from price controls. I think there are better ways of
handling this.

Chairman PATMAAN. Well, was there not an attempt made under
Mr. Kennedy to raise the price of steel and did he not through jaw-
boning or moral suasion methods induce them not to do it?

Mir. WALLICH. I think suasion is perfectly legitimate, Mr. Chair-
man. Jawbonling and threats of investigation of tax returns and
antitrust action and withdrawal of Government contracts, this gets
into a-

Chairman PATMAN. Well, I did not bring that in. You are bringing
it in.

Mr. WALLICH. I am sorry. I think of this as jawboning, perhaps
erroneously. In other words, using the muscle of the Government.

Chairman PATMAN. I know, but always in the public interest,
solely in the public interest. You see, if he attempted to use it other-
wivse, Congress would have a veto power over him.

Mr. WALLICH. Well, I think that kind of activity is not in the
public interest, in which case it is ruled out, and we could agree
that suasion applied fairly and equally on everybody, not just a few
big industries, would be quite appropriate.

Chairman PATMAN. Yes, sir. Fine. Well, my time has about expired.
I do want to ask you gentlemen one other question but I will wait
until it is in order for me to do so.

Mr. Conable?
Representative CONABIXE. Thank you, Mr. Chairman.
I think we had better be a little frank about this business of

standby controls. I thank Professor Wallich for his contribution in
his last answer. I am well aware of the extent to which psychology
is one of the weapons of the economists, particularly Government
economists, and I think perhaps at this point that it is no less a
weapon in the economists arsenal than it is in the arsenal of the
politician. Standby wvage and price controls are a pretty cheap way
to get absolution for Congress from any responsibility on the fiscal
side, and also with respect to further monetary responsibility. Once
we gave standby controls to the President it is easv for us to stand
back and say, there, we have done our job, now anything that hap-
pens from now on is the President's fault. I think it is almost inevi-
table that we are going to have a good deal of political discussion
thereafter about why the President does oiot use these things. For
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this reason I subscribe to Professor Wallich's statement that the
existence of standby controls could very well have a psychological
impact on the very wage and price level that we are trying to restrain
as business and unions hear this debate and worry about the imposi-
tion of even a temporary freeze. Almost inevitable they are going
to try to get ahead of the gun. And, so, I just wonder if any of you
gentlemen would feel that controls, wage and price controls, at any
time would have been appropriate during the past 4 years. Would
they have had a positive effect or not during the past 4 years? Would
they have operated to restrain or even substantially to delay the
inflationary upward thrust of our economy during that period of
time? Does anybody want to-

Mr. SAMUELSON. I did not in that period advocate controls and
as I review the record to see what kind of report card to give myself
on that, I do not, in retrospect regret, not having advocated them.
I think that there were periods of time, almost any time, when they
were introduced, when there would have been a flurry of increases in
prices and wages to try to beat them. Then, I think they would
have been extremely effective for the next 6 months or so, but then
what? Then what? And I only go by experience.

I look at the experience of Holland, I look at the experience of
Sweden, I look at the experience of Canada, which now has the
experience, and I gathered 12 to 15 case studies in which direct
controls were used and I do not find anv one of those studies which
shows the glowing results that a very tall colleague of mine from
Middlesex County, Mass., is able to discern in direct wage-price
controls.

Representative CONABLE. Dr. Ackley, let me ask you a more pointed
question here. You seem willing to give the administration subpena
power to require advance notice of certain price increases, and per-
haps even the right to delay such increases for a time. It seems to
me right at this point that rapidly rising wage costs, however justi-
fied, are as much or more of a problem than price increases and I
wonder how you deal with inflationary wage behavior? Would not
an administration need some sort of power with regard to large
collective bargaining activities? Or would you concentrate on the
price side alone of the subpena power and leave the wage side to
follow its own pattern? If we go to this kind of standby authority
subpena powers, do you see any problem?

Mr. ACKLEY. I surely would not leave the wage side alone. Indeed,
it seems to me that any attempt to have a wage-price policy that
leaves wages alone is nonsense. The fact is that, with respect to wage
changes, one knows well in advance when the problem is going to
arise. Ond is on notice that on a certain date in September the United
Automobile Workers contract will expire. We have plenty of time
to exert whatever influence we have as a Government, if we desire
to do so. The only purpose of the authority to require advance notice
or to delay increases is to allow a Government which wishes to exert
such influence to do so. Otherwise price increases can be announced
today effective today. And it is much more difficult to persuade some-
one to roll back a price increase than to try to persuade him that it
was unwise to make it in the first place.
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While I have the microphone, may I make it very clear that I do
not believe standby authority should be used to help enforce guide-
posts. Indeed, the discussion today almost makes me recant on the
idea that there ought to be standby price and wage authority. I
simply do not think it appropriate for an incomes policy to be en-
forced through the threat of controls.

Representative CONABLE. Professor Wallich, do you have anything
you want to add in the light of this further discussion? I thought
you made a very fine contribution earlier.

Mr. WALLICH. I would like to be a little more explicit about what
I meant earlier when I said strengthening the bargaining power of
the employer in collective bargaining situations where the balance
of power seems to be very uneven. Pressures build up on an em-
ployer when his order backlog is lengthening, or he has a big cus-
tomer who tells him to get the job done by such and such a date or
this is the last order he gets. As these pressures to keep producing
fast build up the employer becomes very weak vis-a-vis his union.
Is there some way in which bargaining power can be evened out?
It occurs to me to suggest the possibility of using some kind of tax
device that would either reward those who resist unreasonable in-
creases or penalize those who give them. This would not be compul-
sion. Wages would not be controlled. Firms that genuinely feel that
they have to give a 20 percent wage increase can do so and pay the
penalty. But it would strengthen their backbone in the negotiations.
The difficulty is in the administration and implementation. One
would have to define very precisely what it means to give any wage
increase or an above guidepost increase. Where taxes are concerned,
everything has to be accounted for to the last penny, and I do not
quite see the way of doing that. But, I should not think it is im-
possible if one puts some accounting expertise behind it.

Representative CONABLE. Thank you, sir.
That is all, Mr. Chairman.
Chairman PATMAN. Yes, sir. With the permission of Senator

Proxmire, who is entitled to this time, I am going to ask you gentle-
men a question which I hope you will answer for the record when
you review your transcript. That question involves $571/2 billion in
bonds that are in the Federal Reserve Bank of New York that were
acquired this way.

When the Federal Reserve Act was first passed and signed by
President Wilson about 2 days before Christmas, 1913, and its oper-
ation commenced in 1914, it required a lot of money to operate the
Federal Reserve System even with the limited personnel that they
had at that time. They realized that eventually they would have to
go before Congress and ask for appropriation for funds or else get
the funds from the banks which they ruled out because the Federal
Reserve was rather weak at that time, and just a little static from
the banks would probably have caused it to be repealed or discon-
tinued. So, they wanted to get the funds some other way, and they
commenced a perfectly legal system of using their power to create
money-of course, the Federal Reserve and the commercial banks
are the only two who have the power to create money under our
system-and buy Government bonds, interest-bearing bonds. That
money obviously comes from the Bureau of Engraving and Printing,
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and they said that money which is another obligation of the Govern-
ment for these bonds.

Well, they acquired the bonds and when they were finally paid
for and both Mr. Eccles and Mr. Martin have testified many, many
times that these bonds have been paid for, no question about that-
they should be canceled. Of course, they have not always said they
should be canceled but you have heard of churches burning bonds
when they acquire the necessary money to pay off their bonded in-
debtedness. The church has a celebration. They burn the bonds.

*Well, if we were to have that kind of celebration now we would
cancel $571/2 billion worth of the bonds because they have been paid
for once.

If they take those bonds and sell them back into the market and
then buy them back again, they have paid for them twice, the tax-
payers have. This has been demonstrated in congressional committees
and there is no doubt about it in the world.

Have you gentlemen given any consideration to that question
at all, about these bonds being a part of our national debt and having
-been paid for once? Have you, Dr. Ackley? Have you given consid-
eration to the position

Mr. ACKLEY. I believe you have asked me that question, at least
on one occasion.

Chairman PAT MAN. All right. W"Tell, you can put the answer back
in when you review your transcript. "What do you say about it, Dr.
Samuelson?

Mr. SAMUELSON. In order that I understand the examination ques-
tion, in giving the answer, may I ask you to broaden that and include
the bonds which are held in the other 12 Federal Reserve banks
which also were acquired?

Chairman PATMrAN. They do not hold any bonds, incidentally.
Mr. SAMU ELSON. Well, let us say all the bonds held within the

system sold the bonds.
Chairman PATMrAN. No. They do not hold any bonds. You see,

only the Open Market Committee holds the bonds and they hold
them in the bank of New York. Mr. Mellon got that changed when
he was Secretary of the Treasury. He got them to all agree that the
New York bank would do all the bond buying and selling and that
has been going on ever since, but I am looking at this, that it is true
that they have been paid for once and I have Mr. Eccles' word for
that many times. I have Mr. Martin's word for it. I have the Presi-
dent of tbe Federal Reserve banks at the time, every one of them,
to that effect and I have other people and there is no denial of it.
In view of those bonds being paid for, this would solve our problem
for at least a few years to come if those bonds were canceled. Our
national debt could be reduced that much. It would be very helpful.
So, if Vou will comment on that when you review your transcript,
it will be appreciated very much and I will not pursue it further,
but you understand now, I amtil sure. Thank you.

Senator Proxmire, since I have a matter that compels me to go to the
floor, I would appreciate it if you would take charge of the committee
and preside.

(The following answers were subsequently supplied for the record
by Mr. Ackley and Mr. Wallich:)
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GARDNER ACKLEY'S REPL`Y TO THE QUESTION POSED BY CHA.ICRAN PATMAN REGARD-
ING THE CANCELLATION OF THE $57 BILLION OF UJ.S. GOVERNMIENT BONDS HELD BY
TIlE FEDERAL RESERVE

I fail to find this question as vital as it appears to be regarded by Chairman
Patiman. The interest paid by the Treasury to the Federal Reserve System is
paid from one Government agency to another. Excess earnings of the Federal
Reserve 'System are returned to the Treasury. If the interest were not paid,
some other source of funds would have to be substituted to cover the operating
costs of the System.

The question undoubtedly has significance from an administrative standpoint
-in terms of Congressional control over the operating expenditures of the Fed-
eral Reserve System. I have no informed judgment on the administrative issues
involved. I see, however, no great significance from an over-all economic stand-
point.

HENRY C. WALLIcTI's REPLY TO THE QUESTION POSED BY CHAIRMAN PATMANT
REGARDING THE CANCELLATION OF THE $57 BILLION OF U.S. GOVERNMENT BONDS
HELD BY THE FEDERAL RESERVE

In examining the case for canceling the $57 billion of Government bonds held
by the Federal Reserve, I regret I can discern no real advantages but believe
to see some serious difficulties.

(1) Cancellation of bonds held as a backing for the Nation's currency might
reduce confidence in the currency. In fact, the stability of the dollar depends
upon our monetary and fiscal policies and not on the backing of the dollar by
Government securities. Yet so drastic a departure from normal procedure as
cancellation of the assets against which the Federal Reserve issues money is
bound to create disturbance.

(2) If bonds held by the Federal Reserve were canceled, the question would
imediately arise why bonds held by the Treasury in its various trust funds
should not also be canceled. Any net outpayments by those funds could in that
case be handled from the budget. This action, too, would disquiet other bond-
holders as well as the trust fund beneficiaries.

(3) The possibility that the Federal Reserve may have occasion to sell part
of its portfolio cannot be precluded. This might occur, for instance, if the
Federal Reserve some day were authorized or required to purchase other assets.

(4) Cancellation would give us no added fiscal leeway. We could not spend
more money, or borrow more money, just because a bookkeeping entry was
being made. If one of the consequences of cancellation were to be a widespread
public belief that for a while we would be relieved of fiscal constraints, that
possibly would be one of the most potent arguments for not undertaking the
cancellation.

(5) The cancellation would deprive the Federal Reserve of much of its in-
come. This would be detrimental to the independence of the Federal Reserve
within the Government. The Federal Reserve probably could offset the income
loss by rediscounting or purchasing in the open market claims on the private
sector instead of on the Federal Government. But such maneuvers designed to
produce income would be objectionable if they did not also serve a sound mone-
tary policy purpose.

Senator PROXMIRE (presiding). The testimony we have had before
this committee from Chairman McCracken and the new Director
of Budget Management, Mr. Shultz, from Treasury Secretary Ken-
nedy in a slightly different way and from you, Mr. Ackley, has all
been that we ought to move ahead, that it is time to resume growth
in the economy. Dr. Samuelson, I take it that you would agree with
that.

Mir. SAMUELSON. Yes.
Senator PROXMIRE. Mr. Wallich, you seemed to hedge somewhat

on fiscal policy, although you eased up on monetary policy, but
do you feel in general that this is the time for us to try to move the
economy ahead, grow rather than maintain the present level of
economic activity?
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Mr. WALLICH. We certainly should not long maintain the present
level of activity because that means no growth and continually rising
unemployment. If the question is, should we now so accelerate the
economy that from here on out, the third quarter of 1970, we are
going to get back to potential as quickly as possible, in other words,
grow at a rate somewhat faster than potential to catch up with po-
tential, I would say we should make haste slowly. We ought to have
one or two quarters of gradual growth that may be less than potential
so that some more slack

Senator PROXMIRE. Is not that pretty inevitable, though? No
matter what policy we adopt we are not going to assume 4 percent
annual rate of growth in this quarter and probably the next quarter,
is that not right?

Mr. WVALLICH. I would agree that would be my forecast.
Mr. SAMtTELSON. I think that would be an understatement. If we

want to take the discredited economists' forecast, say the seven in
Business Week or any other seven you want, there is nobody in
Government or out of Government who thinks we are remotely going
to have growth in the next four quarters at a 4 percent rate.

Mr. WALLICH. But that is on the assumption that we do not follow
a policy that would tend to produce that. Now. two quarters is a
very short time for any policy to turn the economy around. Allowing
for lags, we will have to look a little further ahead.

What I am saying is, we should not now step drastically on the
gas in order to get back to potential as fast as was possible.

Senator PROXMIRE. To get as specific an answer as I can, can you
give us any notion of how large a deficit you think would be sensible?
Would you say that we could have a $3 or $4 or $5 billion deficit in
fiscal 1971, for example, without increasing inflationary pressures?

MI. WALLTCH. -Well, provided the appropriate monetary policy
were followed so that money would be a little tighter as the budget
was easier.

Senator PROXMIRE. No. Your basic premise, as I understand it, is
that we should ease up on monetary policy. Now, with that, what
kind of a fiscal picture should we aim at?

Mr. WALLICH. I have not made myself clear. I think we ought to
aim at a certain level of economic activity. To achieve this we use
both fiscal and monetary policy. Now, if you say let us have for
argument's sake, a $5 billion deficit then I would reply this means a
monetary policy-I have not figured it out-but such and such. A
$5 billion deficit, particularly if it comes from short-fall of revenues
and from not increases of spending, I think would not be unbearable.
I would prefer a smaller one because I assume then monetary policy
will be easier. If I did not do that, I would have to say that the
economy in the face of a very tight monetary policy probably needs
some fiscal stimulation.

Senator PROXMIRE. All right. Dr. Samuelson, I want to say that
either we are getting on your team or you are getting on ours. I think
we are seeing monetary policy pretty much the same way.

You say in your statement that, "The doctrine of this Committee,"
Joint Economic Committee, "the rate of growth of the money supply
should be kept within the range of 2 to 6 percent per annum." You
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say that may be a good enough rule but we should not hesitate to
vary from it. We said in our report in June of 1968, and I quote:

In normal times for the present the desirable range of variance appears to
be within the limits of 2 to 6 per cent. The committee requests that the mone-
tary authority report promptly to it the reasons that the Federal Reserve Sys-
tem would give for any divergence.

And then we say:
If after several years' experience with the rule refinements in the guidelines

seem warranted they could and should, of course, be made.

We are not saying it is rigid. If they want to go up to a 10 percent
in any quarter, we want to know why. If they want to reduce it to
below 2 percent that may be reasonable, too. So, I do not think we
really disagreed with you very sharply.

-Mr. SAMUELSON. I am satisfied with that.
Senator PROXMIRE. Now, suppose we proceeded on the basis that

many of the Senators seem, and I suppose Members of the House,
would seem to support. Supposing we cut military spending rather
sharply and some other spending, too, space, and so forth, and in-
creased the President's requiests in some of the other areas, par-
ticularly in the area of education, and so on. But the net effect, the
aggregate effect would be a reduction in spending. Do you feel that
this would be restraining and from an economic policy standpoint
would not be the desired policy? In other words, you feel that we
should either reduce taxes or increase spending in aggregate above
what the President requested, is that correct?

Mr. SAMUFnLSON. Yes. I feel, not only in terms of my diagnosis of
the current situation, but looking at the next 5 years as the President's
economic report did, there was not sufficient attention paid in that
report to the amount of our national resources which ought properly
to go into the civilian public sector because of the very pressing
needs of modern life. And, therefore, since the business cycle does
not call for a squeezing of the civilian public sector, I include ecology,
education, manpower training, all those things, since the long run
does not call for that, I would definitely be opposed to a reduction,
say, in the next IS months.

Senator PROX-MIRE. You see, Congress and the President are argu-
ing about who is going to cut spending the most and I have argued
that Congress has the better of the argument because we have cut
every President's request including President Nixon's, for the last
25 years, Congress has, with an aggregate

Mr. SA UoLsoN. Why argue about the fellow who is the biggest
son of a gun ?

Senator PROXMIRE. Perhaps that is what we are doing, perhaps
from your standpoint, but I just wanted to get your views on this
because I do not think that those of us who favor, and I am one of
them, who favor keeping aggregate spending down and from your
standpoint that is a faulty position to take, should not be identified
with those who take a position you take, that the desirable economic
policy is to expand spending in aggregate, although you apparently
perhaps would support Mr. Ackley's position, we should cut military
spending below what the President asked. What do you mean by
future actions needed to enjoy high employment without inflation'?
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You suggested that but you did not indicate your position on guide-
posts, credit controls, aid to housing specifically.

Mr. SAt eELSON. Well, what I had in mind-I think you were
looking at me, were you not?

Senator PROXMIRE. Yes, sir.
Mr. SAMUrnELSON. In my last sentence, I had in mind that we have

not done all the exploration that I think should be done on manpower
retraining and on the structural unemployment problems in our
society. I think that if we spent more resources in retraining and
manpower programs we could get a better Phillips' curve, a better
tradeoff between employment and price stability. And that was the
general range of matters that I referred to there. I am thinking of
the kind of thing the Urban Institute is now doing.

Senator PROXTAIRE. That is a long-term structural effect, then. How
about in the short term? *What is your position on guideposts? Do.
you think they are realistic right now under present circumstances?
Do you think we can get the kinds of cooperation out of labor and
management that would make a guidepost policy work?

Mr. SAUiEELSON. I think that if the President and Congress show
that they really mean business, you can get some gains.

Senator PROXMTIRE. How do we do that? How do we show we mean
business?

Mr. SAMrUELSON. From guidelines.
Senator PROX3ITRE. I take it, both you and Mr. Ackley say we

should not hold the sword of price controls and wage controls over
their head in order to enforce

Mr. SAMUELSON. Yes, but I do think
Sen ator PROXMIIRE (continuing). Guideposts.
Mr. SAIDUELSON (continuing). That it will take more than a

Productivity Council and an alert from the Council of Economic
Advisers. I think it will involve bringing before the bar of public
opinion, in the most pointed and painful fashion possible, many key
decisions such as the steel price increase, and I would not be frozen
into a previous philosophical position that that was a bad thing in
principle to do.

Senator PROXMwIRE; How about invoking the kind of credit con-
trols we have on the books. As you know, we passed them in Decem-
ber of last year. The President has a full arsenal of compulsory
credit controls he can put into effect any time. He can peg interest
rates in any sector he wishes. Do you think he ought to use any of
this now?

Mr. SAMUfLSON. No.
Senator PROXMIIRE. None. I would like to ask Mr. Ackley, do you

support the concept of requiring the President to include guideposts
as a regular part of his annual Economic Report? Congressman
Reuss and I had a bill to propose this. I know you are familiar
with it.

Mr. ACKLEY. I think the President always ought to discuss guide-
posts in his annual Economic Report. I do not know whether, if an
administration feels that this kind of activity is ideologically wrong
and useless, there is much point in making him go through the mo-
tions, but perhaps there is. I certainly do not object to it. And any
eitw ouragement you can give to this or another administration to
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use to the maximum such influence as the Governnient can command
to slow down the increase in administered prices and wages I th ink
is all to the good.

I may say that I agree thoroughly with Professor Samuelson that
one of the most important things that can be done in the longer
run is in the area of manpower policy where we can improve labor
markets and improve the terms of the tradeoff between unemploy-
ment and wage increases by reducing the simultaneous incidence on
the one hand of vacancies and on the other of large-scale unemploy-
ment.

Senator PROXMIRE. If you have a President who was indifferent
to guideposts or hostile and a Congress that believes in them, is it
possible that Congress could evolve guideposts by holding hearings,
et cetera, or do you think that is just too clumsy and the Congress
too diverse to be able to act that way?

Mr. ACKLEY. I think it probably would be difficult. But you are

certainly more of an authority on what the Congress can do than
I amn, Senator, and I-if the Prcsident does not want to do it-
suppose perhaps Congress might try it.

Senator PROXMIRE. You seem to put a great deal of confidence in
the notion that even under present circumstances you could persuade
labor leaders and business leaders they were not in on the takeoff on

guideposts to go along with them. I have talked to many labor

leaders and I talked to some business leaders last night. I just cannot
find any support at all among these people for guideposts. The labor

leaders want them on industry and the management wants them on

labor. But as for the notion that this would serve the public interest
and in the long run serve their interest, it seems to me it is very, very
hard to get it.

Mr. ACKLEY. I agree it is very difficult. I do not think it can

possibly be done except by an administration that is willing to use
its authority, its influence, its prestige, to accomplish it. But I think

the very fact you mention-that business is worried about wage

increases and labor is worried about price increases, and each feels

that the other ought to be restrained-does provide the setting in

which, conceivably, with proper leadership, some kind of a deal could

be struck. A stabilization compromise would not slow price increases
to zero immediately, but at least it would have some influence in

reducing the pace of the spiral.
Senator PROXMIRE. Dr. Samuelson, you say there was a letup in

inflation in the second quarter. 11here do you see this?
Mr. SAMUELSON. In the seasonally corrected numbers. I have refer-

ence to the wholesale prices, to consumers' prices, to the GNP deflator,
including the GNP deflator purified of the recent Government Rwage
increase.

Senator PROXMIRE. My staff tells me here that if you purify it for

the Government pay increase, purify the first quarter for that, that
there is no improvement, just about a washout, and the Commerce
Department release acknowledging the second quarter GNP figure

contains the following statement which I shall quote:

AMost of the remaining difference between the first and second quarter in-
*crease in the GNP deflators after allowing for the pay raise was due to changes
in weights rather than a deceleration in the rate of price inflation.
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Mr. SAMUELSON. I do not wish to insist this is a strong confident
signal being given us. On the basis of the evidence that I know of
before, including now this new evidence, I think history will prob-
ably record the changes around the first quarter but I want to add
that we have had many false indications of the same type. Nobody,
for example, at the end of 1969 expected a flareup of the inflation
in prices which occurred in the first quarter. So, I do not think you
can count upon the inflation as definitely being over. It just looks
as if the smooth data suggest that and I would not wish to be speak-
ing with great emphasis and authority that that is not now an
accomplished fact.

Senator PRoxMIiRE. Senator Javits?
Senator JAVITS. Thank you, Mr. Chairman.
I hope you gentlemen will forgive me for not being here sooner

but I had several conflicts, including an executive meeting of the
Senate Foreign Relations Committee.

I would like to ask just two questions of the panel. I have been
briefed on what has gone on and I know that Senator Proxmire as
always, will have asked very searching and important questions.

One question relates to stimulating productivity. Could we have
the view of the members of the panel on, (1) the relative importance
of stimulating productivity in real terms, (2) the best way to go
about it, and (3) what measures could be taken in Government, in-
cluding a revision of the depreciation schedules, on which we now
have a treasury report which I will be putting in the Congressional
Record, a revival of the equipment tax credit or any variant thereof,
and also on the issue of the morale of the American workers in
respect to productivity.

Can we start with you, Professor Ackley?
Mr. ACKLEY. Clearly, in the long run, the stimulation of produc-

tivity is one of the most important things we can do, not only
because of its impact on prices but because of its impact on our
longrun growth and ability to produce the goods and services that
we need. I really believe that there is probably very little we can
do in the very short run to stimulate improvements in productivity.
I wish there were; and if someone finds some ways, I am all in favor
of them. It seems to me, however, that the approach to improving
the rate of productivity increase has to run, first, in terms of funds
devoted to research and development, and, second, to efforts to en-
courage some of the lagging industries to make use of the best tech:
nology that is currently available. Certainly, we do have some indus-
tries-housing, medical care, other services-where even with our
current basic knowledge and a little development work we could do
a lot to improve productivity.

Whether, at this point, revision of depreciation guidelines or re-
newal of the investment tax credit would be useful, I guess I would
want to think more about it. Obviously these measures have possible
impacts not only on productivity but also on income distribution,
because they affect the sharing of the tax burden between business
and the rest of the economy. Perhaps some device in which you
liberalized depreciation but compensated for it by a higher corporate
tax rate might be useful, or similarly with some kind of an invest-
ment tax credit.
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I still like the idea of the original proposal which would try to
make the investment tax credit apply only at the margin instead of
to the whole of investment.

Right now, more investment is not very easily stimulated, nor even
necessarily a good thing, with the utilization rate as low as it is. It
is going to be hard to get more investment right away. But for the
longer run, it certainly is an avenue to be considered in an effort to
speed the growth of productivity.

Senator JAVITS. Professor Samuelson?
Mr. SAMUELSON. I agree that the longrun trends in connection with

productivity are the most important trends and the best thing the
Government can do in this respect is probably in the field of spon-
soring of research, helping finance research and education.

Now, I would call your attention to a rather anomalous feature of
the way we have run our economic system for the last 15 or 20 years.
A great part of interesting scientific research has been subsidized
directly or indirectly by the defense budget. I, for example, was a
coauthor of a fundamental work, well reviewed. in the field of ad-
vanced economics which was completely financed by an agency which
received all of its money from the Defense Department. For very
good reasons the Defense Department is on the defense now and is in
contraction, and I think that is proper because there was no reason
why such a book should have been financed by the Defense Depart-
ment or why the fundamental working probability was on a defense
contract. Nevertheless, that is part of the Nation's business for funda-
mental works on probability to occur and to be written.

I am referring, for example, to the classic by the late Professor
Feller. And I do not know just which branch of the Government
is bucking eagerly to take on that function and I would just call
your attention, since you ask about productivity, to the fact that
there is a vacuum developing which the National Science Foundation
has not yet the funds to fill.

Now, with respect to the short run, there is every hope that we
will get an improvement in productivity without regard to govern-
ment if the acts of government do cause the economy to end being
in retardation and recession and start on the upward climb. You
have to some degree a self-fulfilling prophesy. In our history the
one time when productivity does worst is in period of retardation
because of labor hoarding, and so forth, and the one time it most
surely does best is in the reaction from a V-bottom recession.

Now, I hope that that will materialize. We have it coming to us.
But I would caution that it is a hope. It is a hope based upon rea-
soned past experience but there is a great deal of noise in those
patterns and we may not get it.

Now, on your most direct question which is, should we stimulate
plant and equipment expenditure by business as a contribution to
productivity by some new acts at this time such as faster deprecia-
tion, I would call attention to the fact that the investment tax credit
has very valuable features which could be used, could have been
used, were used for this purpose. Unfortunately, that was repealed
and not suspended, which I think was a mistake because when we
had too much plant and equipment investment last year and a little
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bit before, you did not get a reduction in it of the same predictable
magnitude as you would have had under a suspension.

Whether the time has come. now that the plant and equipment
expenditure is levelling off in money terms, to give it a shot in the
arm by, say, faster depreciation, I think is a moot question at this
time.

A number of your colleagues have asked us in effect, how more
room can be made for housing. Obviously, more room cannot be made
for everything in a finite credit market, and if plant and equipment
expenditure took on a new lease of life because of some clever gim-
mick or law change which a member of the Senate or of the admin-
istration could put into effect, that would have to be considered a
competing demand for the resources which go into housing, and I
include not only real resources but also the money resources of the
capital market.

Mlost economists have not been able to explain the strength of
private plant and equipment investment in recent years. Every
regression or equation which has ground out numbers has had to
be increased to face reality. That being the case, I do not think I can
honestly say that one can diagnose the present situation as one in
which plant and equipment looks like one of the most important
elements that ought to be stimulated in the period just ahead, and
so reserving judgment on the answer I might give two quarters or
three quarters or four quarters from now, I cannot find in our present
experience a strong reason for a new stimulus on plant and equip-
ment as such.

Senator JAVITS. But you do speak for a new stimulus on housing.
Mr. SAM1[UELSON. I concur in the desire expressed in this room on

both sides of the table that housing, which has been very low in
terms of almost any calculation of needs of the community, should
desirably be expanded. I did not get a chance, in the give and take
of questions earlier in connection with Senator Proxmire's question-
ing. to put in one caveat. You know, we can solve the inflation prob-
lem. It can be solved, and there is a vice president of a large New York
bank who believes in this method, by having enough unemployment
and if it takes 19 percent, well, that is the way the cookie crumbles,
and so forth. There is a way of solving the housing problem which
is the same. If you run a very slack economy so that plant and equip-
ment and inventory spending and all the other things are on their
backs, then the Federal Reserve, following prudence, including your
elastic formula, will find itself creating the extra fluid credit which
will, in that circumstance, go into housing and regulation Q, and
all the other things will begin to work in your favor. But I would
speak against, and I do not think anybody who seriously thinks
about it would speak in favor of, that kind of solution for the hous-
ing problem-to have the whole economy, let us say, increase its gap
between full employment and what it is-performing by doubling it
from the present level.

If you do that I think you will get a spontaneous so-called "in-
crease" in housing. That is not the kind of an increase in housing
which I, as a witness, could advocate before you.

Senator JAVITS. Thank you.
Professor Wallich?
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Mr. WALLICH. I think it is useful to focus on productivity because
it shows that there are competing demands in our economy. We have
talked mostly about the need for more housing. Given a limited
supply of total saving, that really means taking it away from busi-
ness investment.

Now, if we do that, we will reduce the resources that are available
for increasing productivity.

This would not show up very immediately. For one thing, we have
got about a 3 percent productivity increase coming that we did not
get last year. Somewhere along the line, not in 1970 or 1971, neces-
sarily, that ought to be caught up with. Productivity has been a very
stable figure in our economy and whatever was lost in a weak period
tends to be made up later.

But if we do not put enough finance behind it, we will cut down
a little the rate of increased productivity. Capital is by no means
everything in economic growth. Technology, education, and other
factors are very important. But still money is needed. To ask what
to do about productivity now reminds us that we have very limited
capital resources with which we want to accomplish a number of im-
-portant objectives, not only housing and productivity gains but State
and local expenditures, environmental expenditures, and foreign aid.
All of these are making demands on our capital pool. In looking at
the methods of doing this, I would focus more on ways that increase
total savings than on ways that, let us say, shuffle existing saving
around.

I suspect, without being able to demonstrate it immediately, that
the investment tax credit it is -more a way of shuffling savings around.
The Government loses a given amount of revenue. The corporation
gets the money and spends it. If there is a leverage effect so that the
corporation, let us say, borrows more money as well, then again, it
draws on the limited pool of capital. Only if the corporation were
induced by the ITC to pay less dividends, then the ITC may increase
the supply of savings.

Other devices would be to go easier on the corporation tax, or to
*shift to the value added tax. These are means of increasing corporate
saving, thereby probably increasing total saving. That would help,
of course, not only corporate investment in productivity. It would
help the other areas of the capital market, too, such as housing and
State and local.

Senator JAVITS. Thank you very much, gentlemen. I had one other
-question, but my time is up.

Senator PROXMIRE. Go right ahead, Jack. I have got a couple of
-more questions.

Senator JAvrrs. My question is on the liquidity crisis. What is your
*observation, gentlemen of the panel, on that crisis and what would
you do about it? I myself testified this morning in favor of a bill
-to enable the United States to guarantee up to $750 million in credits
mainly to ease the liquidity problem of the railroads. I have con-
templated a more massive effort generally along the same lines of a
guarantee RFC operation based on the theory that there is a liquidity
*squeeze which could seriously impair the ability of American
business to operate. The businesses could then function without any
regard to receiverships or other actions which would squeeze the
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water out of their capitalization, et cetera, the normal risks of the
enterprise system, but simply to enable enterprises essential to the
national interest to operate, like railroads.

Could we have your observations on that?
Let us start at the other end at this time, Dr. Wallich?
Mr. WALLICH. I think there are two objectives to be observed here.

One is to keep the enterprise operating if it is a necessary one like
a railroad. This is not true of every manufacturing plant whose
output can be substituted by some other plant.

Now, a railroad in receivership may be quite able to operate. I have
been riding on what used to be the New Haven for many years. It
was able to get by because it did not pay interest and so it had some
more money to pay wages. From that point of view, there is no
compelling need to keep even a railroad out of receivership.

The second objective is to prevent serious upsets in capital and
financial markets. In the case of the Penn Central the problem was
the commercial paper market. It turned out that so far there have
been no visible severe repercussions, but one could not know. This
second objective therefore would be to prevent failures if they clearly
are threatening to upset capital markets, cause other enterprises to
to become embarrassed, or perhaps just raise the cost of money
sharply because lenders put a risk premium on their money there-
after.

Given these two objectives, I would still say that the Government
should protect itself as much as it can, so that the loss falls on the
stockholders and perhaps ultimately in the workout of the situation
also on the bond holders. Also, we should not make this a device for
increasing total drains on the capital market.

I come back to the same theme. We hear of a guarantee of $750
million. This may be a necessary and desirable measure. I am not
speaking to it. But if it leads to an increased preferential financing
with Government guarantee of $750 million, there will just be $750
million less money available for something else. In setting up some
kind of guarantee RFC, we would have to be sure that we do not
finance unnecessary expansion but only backstop the meeting of
existing obligations.

Senator JAVITS. Thank you.
Professor Samuelson?
Mr. SAMUELSON. Very briefly, I approve of such efforts. I think-

the Reconstruction Finance Corporation, which was introduced prior
to the New Deal Administration of President Roosevelt by President
Hoover, had an extremely useful function to perform, and after a
very long boom such as wTe have had, there has been a deterioration
of the quality of credit in many lines which tends to be revealed to
us by types of money crunch. We have illiquidity just in the formal
sense of tight money. And I think it is a function of the Government,
a useful function, to help out in situations involving a very large
railroad, a very large defense contractor, particularly since these
effects splead.

In the case of the Penn Central bankruptcy, the whole commercial
paper market was thrown into disarray. I have no reason to think
that a company like Chrysler was in any real trouble but in a situa-
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tion like that a woman's virtue only has to be whispered about for
her to have lost her good name and there was a problem.

I commented earlier in my testimony that the Federal Reserve had
done some very good things in relieving the macroeconomic effects
of that. Let me add, though, that when you have these things you
must also have in Congress an absolute watchdog committee because
it is very hard to draw the line between conflicts of interest, or
chicanery, or incompetence, and the Government pulling chestnuts
out of the fire under influence, and so forth. So, you are buying your-
self a lot of headaches, but that is what you are paying for.

Senator JAVITS. Thank you very much.
Professor Ackley?
Mr. ACKiEY. I agree with my colleagues.
Senator JAVITS. Thank you very much, Mr. Chairman. Very help-

ful. Thank you.
Senator PROXMIRE. I am somewhat concerned about this revival of

Reconstruction Finance Corporation becausc it seems to me that we
are finally getting some results out of the liquidity squeeze. After all,
if liquidity-I should say out of the restricted monetary policy and
that translates itself into a liquidity squeeze on corporations.

Now, there wasn't much concern really expressed by the corpora-
tions about restrictive monetary policy until they began to be hit.

We know what it did to housing in 1966 and what it has done to
housing in 1969. Now that it is beginning to hit the corporations so
that the weakest, mismanaged, incompetent ones are having trouble
and going into receivership, which might be an improvement, we are
concerned about bailing them out.

I think that Senator Javits is as fine a Senator as we have and he
may well be right on this and your responses may be correct, but we
are not just buying headaches. It seems to me we are buying a situa-
tion which might result in incompetence and in keeping resources
in operation which-management resources, at least, that we
shouldn't.

Senator JAVITS. Would the Senator yield?
Senator PROXMIRE. Yes.
Senator JAVITS. I would hope very much that Senator Proxmire,

whom I also regard as a fine Senator, would use his mind to meet
that issue. I think it can be met. I think we are ingenious enough to
meet it without jeopardizing situations in which the national inter-
ests will suffer.

For example, Penn Central, to be precise, should have gone into
receivership. It does have a $20 million-a-week payroll. It seems
beyond belief that the wheels would stop rolling, but they could,
just because they can't meet the $20 million-a-week payroll. My pur-
pose is to devise a piece of public machinery which would avoid that.

Senator PROXMIRE. Well, yes, I would certainly go that far. I think
you are right about that.

Let me follow that up because this is most appropriate in view of
what is coming before the Senate in a few days, the Defense Procure-
ment Authorization Act, which includes a bailout for Lockheed of
$200 million. And this morning's Paper reports a deal has been
struck between the administration and a number of banks and Lock-
heed to bail out that company's financial problems, providing Con-
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gress appropriates that extra $200 million this year, probably another
$200 million next year, and underwrites $100 million in loans..

What do you gentlemen think Congress could do? We will have
an opportunity to vote yes or no because I am going to put in an
amendment to knock out that $200 million.

Mr. SAMUELSON. I have no informed judgment on the merits of
that particular issue. If I may comment on your first intervention,
I think it consists of two parts which should be kept separate.

First, a Reconstruction Finance Corporation, either of the magni-
tude that existed in the great depression or as is envisaged here or
what might grow out of that which is envisaged here, would not
possibly protect the economy from an illiquidity squeeze such as was
engineered by the Federal Reserve. Its purpose would not be that,
and you have only to go through the arithmetic of the problem to
realize that it wouldn't remotely keep the economy from being sub-
ject to Federal Reserve policy.

Senator PROXMIRE. Well, except I have this in mind. One of the
reasons why-one of the many reasons why the monetary policy
didn't bite where we thought it would-many people thought it
would-in reducing credit to business, was because after a long
period of prosperity and after very few failures and no big failures,
business felt they could operate on relatively small amounts.

Now, if you are going to be bailed out, if they can expect that if
the cataclysm comes there won't be any real disaster to the people
who have loaned to them, et cetera, it seems to me that they will
maybe tighten their cash position even further because, of course,
they can make more money if they operate on a tighter cash position.
It is that kind of psychological.

Mr. SAMUELSON. Yes, I agree. I don't mean to register any dis-
agreement with that, but I want to agree with the second part of
your statement and that is that there is a great problem, in pursuing
the public interest, in judging where you will get involved in con-
flicts of interest and in giving people exemption from acts of their
own folly.

Now, I think the test should be whether the result has macroeco-
nomic implications. If, for example, a mismanaged savings and loan
association in Long Beach, Calif., is going to go to the wall, I think
we should all say God bless it. But if it is going to carry many or
most of the S & L's in California to the wall, the good with the bad,
that is a macroeconomic effect which cannot be allowed to happen,
and it is very hard to draw the line between those.

Senator PROXMIIRE. W"ell, we have the same kind of problem with
brokerage firms now, and Senator Muskie has proposed a bill. As I
understand it, it wouldn't bail out incompetent management but it
would preserve the cash that has been put with these brokerage firms
that might otherwise evaporate and innocent stockholders would
be ruined.

The same kind of principle that we have applied in the FDIC.
That kind of thing to protect debtors-rather, lenders. It seems to
me it is good. If we are trying to protect stockholders, it seems to
me we should not do it.

Let me ask, I was very intrigued, because this has puzzled me, too,
Dr. Wallich. Your argument that in view of inflation, and increase in
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the money supply of, say, 5 or 6 percent is really highly restrictive. I
am not sure that I have thought enough about this to fully under-
stand it.

But is it-are you implying that if we have an inflation of 5 per-
cent and a desired growth of 4 percent, that then the logical in-
crease in the money supply would be 9 percent; 5 plus 4 percent?

Mr. WALLicH. If this were a stable situation where everybody
anticipated this 5-percent inflation, one would have to say this was so:

Senator PROXMIRE. So that under present circumstances, as long
as you have a 5 or 6 or 4 or 5 or 6 percent inflation, during those
years while we have it, an increase in the money supply of about that
amount is quite restrictive.

Mr. WALLICH. I would not go quite that far because I don't think
really people anticipate with full certainty that degree of inflation,
although they seem to have a fair inkling.

Senator PROXIIRE. You have had it for a couple of years now.
Air. WALLICH. And you got 9-percent interest rates, which seem to

say that people are indeed figuring on some high rate of inflation. In
that case people will have made up their minds to carry minimal
cash balances, and they will have adjusted to that.

Now, if we are going to continue at that rate of inflation which,
of course, I do not advise, then we would have to allow for the de-
preciation of money and for the rate of growth of the economy.

Senator PROXMiRE. Well, one thing about monetary policy, as I
understand it, is that it can be varied rather quickly and in view of
the fact that we are in that kind of state, if we are talking about an
expansive monetary policy, a reasonably expansive, moderately ex-
pansive monetary policy, then I take it your conclusion is we ought
to be thinking in terms of rise in the cost of living that everybody
experiences plus the kind of growth we would like to have.

Mr. WALLICH. That puts it very strongly. I would say that we have
got to bear in mind that if we have a 5-percent rate of inflation, and
a 5-percent rate of money growth, we are not really increasing the
real money supply at all, but yet we want the economy to increase in
real terms at 4 percent. There is clearly some disparity.

Proceeding that way, if it doesn't throw us into a recession, will
eventually bring the inflation down. Then we will have 4 percent
real growth and 4 percent nominal growth and that 4- or 5-percent
rise in the money supply will be just right. But there will be a
period of deflationary pressure from the discrepancy between the real
increase and the nominal increase in the money supply.

Senator PRoxMInm. Do you agree with that, Dr. Samuelson?
Mr. SAArIJELSON. Well, I would like to put it my way. I know of no

credible estimates which believe that in the next 5 years, by whatever
policies we pursue, we shall have averaged out for the 5 years to a
rate of price increase lower than 3 percent. Remember, we have to
average fives and fours. So let's say for the 5 years 1970 to 1975
there is a best figure to hope for, an average of 3 percent per annum.

Now, I am willing for us to have contributed something in the first
part of this decade in the way of slow growth toward making those
inflation goals feasible as against the earlier excesses. But neverthe-
less for the half decade as a whole, when I think of the people who
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will be age 18 to 23 in those years and will never have another youth
again, I don't want them to pay the full price of inflation.

So let's suppose that the rate of growth for that half decade in
real terms is to be something like 3 percent, which is below our
potential. Add to this the fact that when you moderate inflation the
velocity of circulation of money is lowered.

Add to this the face that higher real incomes reduce that velocity
according to the greatest expert on the history of money in this coun-
try, I am referring to Mrs. Anna Schwartz [laughter], has calculated
that as we grow wealthier, with higher income, there is an increased
desire for cash. That is a reduction in the rate of velocity.

Senator PROXMIRE. Mrs. Anna Schwartz isn't the economic name
of Mrs. Friedman, is it?

Mr. SAMUELSON. No. No. By the way, I think this is a very degrad-
ing interrogation. [Laughter.] I meant those two National Bureau
authors. I have forgotten the name of one for the moment. It will
come back. It was Professor Milton Friedman of the University of
Chicago.

But my point is that there has been a slowdown in the velocity,
secularly. I would personally offset that against some technological
changes speeding up velocity.

Senator PROXMIRE. Anyway, what all this adds up to, what you
and Dr. Wallich are telling us, it seems to me, is right now we are
existing on the assumption that the money supply is increasing the
5 or 6 percent, that we are exercising monetary restraint, and every-
body seems to agree we are exercising fiscal restraint on the full em-
ployment basis, so the governmental thrust is a restraining one now.
And it is likely to continue that way under likely developments.

Mr. SAMIUEFLSON. In part, but to conclude in my way, this suggests
to me that the magic formula of 41/2 percent per annum which is, by
the way, in the range of 2 to 6 percent, is really biased downward
from the standpoint of what I would believe if I were a monetarist.

In "Alice in Wonderland" somebody could believe several impos-
sible things before breakfast. Well, on a good breakfast I can im-
agine myself a monetarist and if I were a monetarist I would not
think that that number is really high enough for best monetary
dosage to produce lasting prosperity.

Senator PROXMIIE. Do you want to comment on that, Dr. Ackley?
Mr. ACiKLEy. No. I think that covers it very well. Some inflation

has to be built into it.
Senator PROXMIRE. I have one final question. None of the panelists

this morning has had much to say about the economic consequences
of the defense budget or the war in Indochina. Can we expect to
solve our serious economic problems through the proper mix of fiscal
and monetary policy without curbing the defense budget or ending
the war? Hasn't defense spending been the largest contributor to
inflation?

Dr. Ackley, you were silent in the last one. Would you like to
speak to that?

Mr. ACKLEY. Unfortunately I do not accept the view that defense
spending per se is more inflationary than any other kind of spend-
ing. What is inflationary is any increase in spending when you are
already at full employment that isn't offset in an appropriate degree
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by increased taxes. I don't think there is anything inherently infla-
tionary about defense-

Senator PROXMilTE. Excuse me. Let me interrupt. Do you mean to
say if you produce something that doesn't meet any economic need
at all, economic need, aircraft carrier, missile, ammunition, that it
makes no difference if on the one hand you are producing that as
compared to manpower training or liousing or something which is
in short supply, a skill that is in short supply? Do they both have
the same impact?

Mr. ACKLEY. No. I would say that in taking a slightly longer run,
expenditures which increase our productive capacity are of a differ-
ent character than those which are pure consumption-that the sub-
stitution of, let us say, higher welfare expenditures, greater tax
reduction, greater income redistribution, for defense expenditures
would not seem to me to change their inflationary character. In the
short run it is the overall pressure on our resources, and our ability
to reduce it, that is important for inflation.

I think that this is frequently used by people who are trying to
find another argument for getting out of Vietnam. But I think there
are enough good arguments without having to drag in one which
seems to me essentially unsound.

Senator PROXIMIRE. Dr. Samuelson, do you want to comment?
Mr. SAMIUELSON. I don't wish to dissent with the formal point

which Dr. Ackley is making, but I think that I would like to observe
that the acceleration of the war in the post-1965 period impinging
on an already full employment economy, and, if I may say so, rather
stealthily accelerating it without asking the public to pay in the form
of taxes what was being voted in the way of expenditure, that history
I think will record as the proximate cause of the demand-pull infla-
tion and the dynamics of what has happened.

Mr. ACKLEY. I would accept that.
Mr. SAArMELSON. Right. I wanted to add that I think an unpopular

war or a war that divides the people very seriously has a very serious
economic effect. It has effect upon the willingness to tax to pay for it.

To return to productivity, I don't think you can have your society
torn apart and riven particularly among the youth, the people whom
I deal with, and not have that show in productivity in the future. I
think it will show in adverse productivity and I think some of what
we have been picking up has been more than the usual slowdown
activity.

Now, that is a pessimistic fear of mine. I can't be sure of it. But
it seems to me that it fits in with reason and with experience.

When France was a very divided nation she was a very unproduc-
tive nation. So there will be macroeconomic consequences in this. By
and large I am able to say in writing, in lecturing, and to people like
you that I can't think of any of our current economic problems for
which faster withdrawal from the war, if desired for other reasons,
would not in fact help. The balance-of-payments problem would be
greater. The only problem which would not be helped is a problem
we ought to face and that is the return from the Army of a large
group of people who in part would have difficulty, if there had been
no war, in finding employment for structural reasons. Then struc-
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tural problems which ought to come to our attention will be brought
to our attention.

We shouldn't sweep them under the rug of Indochina.
Senator PROXMIRE. Dr. Wallich?
Mr. WAmLIcH. I agree with my colleague's analysis of the effect of

s ending, military spending, consumption, and also the incremental
efect of stepping up the war. But I seem to recall that 10 years ago
there was great concern that we weren't spending enough for defense
and at that time I think the defense budget was a higher percentage
of GNP than it is now. Under those conditions I am not sure that
the defense budget is going to be realistically very fertile source of
savings.

Senator PROXMIRE. We haven't done this historically. We certainly
lower proportion of the GNP that that is an argument that it cannot
be reduced? You are not saying that?

Mr. WALLICH. I think broadly nations gear their defense to their
economic capabilities, which rise with the GNP. Now, this doesn't
mean that-

Senator PROXMIRE. If they do that it certainly is completely
irrational.

Mr. WALLICH. It is a very deplorable state of the world and any-
thing that can be done to change that would surely be the top pri-
ority for all of us.

Senator PROXMIRE. We haven't done this historically. We certainly
haven't had an average 7 percent let alone a 9-percent GNP for our
defense. We didn't in the 1920's, didn't in the 1930's, anything like it.

Mr. WALLICH. That is right, and partly because those were better
times. Partly we lived to rue it. I view this as insurance which in a
family's budget bears some relation to the family's income. The way
to go about this is to reduce tension all around the world. That is
far more important, of course, then any economic concern we could
have.

Senator PROXMIRE. Well, thank you, gentlemen, very, very much.
You have done an excellent job. This has been one of the best panels
we have ever had.

Tomorrow morning we will have the Chairman of the Federal
Reserve Board at 10 o'clock and the following day Leon Keyserling.

(Whereupon, at 12:55 p.m., the hearing recessed, to reconvene to-
morrow, at 10 a.m., Thursday, July 23, 1970.)
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a.m., in room S407, the Capitol Building, Hon. Wright Patman
(chairman of the committee) presiding. -

Present: Representatives Patman, Reuss, Moorhead, Widnall, and
Conable; and Senators Proxmire, Symington, and Javits.

Also present: John R. Stark, executive director; James W.
Knowles, director of research; Loughlin F. McHugh, senior econo-
mist; Richard F. Kaufman, economist; and George D. Krumbhaar
and Douglas C. Frechtling, economists for the minority.

Chairman PAT31AN. The committee will please come to order.
We have with us today one of the Nation's finest economists, a

statesman and a dedicated public servant, Dr. Arthur Burns, Chair-
man of the Federal Reserve Board. This is the first time we have had
an economist in that important position and it is encouraging.

He has reversed the truly disastrous policy of his predecessor,
which sent interest rates soaring to the highest level on record for
this country. There is still a question in my mind whether he is mov-
ing as fast as he should. We shall be going into this matter later in
the morning. I might say, Mr. Chairman, that there has been a gen-
eral consensus among our previous witnesses that your reversal of
the extremely tight money policy of 1969 was definitely in the right
direction. I think it is fair to say that the only major question was
the one I raised: Were your Board's steps sufficient to reduce the
terrible liquidity squeeze, get the economy moving again, and bring
down those high interest rates which have choked the housing m-
dustry and State and local governments?

It is my opinion that if Dr. Burns were allowed to rewrite the
charter for a United States of America central bank, he would set it
up somewhat differently than it now exists; I believe he would make
it more responsible to the American people and to the Government,
both the Congress and the President. The truth is that our Federal
Reserve System has grown up as a kind of legal conglomerate over
the last half century and too often it has been molded to serve the
special interest of the bankers rather than the whole country. Upon
taking office, Dr. Burns faced the problem of administering this very
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imperfect institution and it is my strong impression that he would
change it for the better if he had the power. However, I do want to
make the point, Dr. Burns, that the Federal Reserve, as it is now
constituted, according to my view-I know that my view is not
shared by all the people of the country and certainly not even by
many Members of Congress-in my view, it was never intended to be
independent of the executive branch. It was never intended to be
independent from the Government or independent within the Gov-
ernment. I have searched the banking statutes on many occasions as
well as the Constitution and I find no provision that gives it any
such independence, either expressed or implied. From the beginning,
the Federal Reserve was intended to serve the whole people, although
I would be the first to admit that the law should be revised to spell
this out much more clearly.

Mr. Chairman, you may proceed in your own fashion, but please
have your opening statement short enough to give members an op-
portunity to question you on monetary policy and related matters.
Your full statement will be placed in the record, and when you look
over your -transcript you may insert any matter that is related to
your testimony and even extraneous matter.

STATEMENT 'OF HON. ARTHUR F. BURNS, CHAIRMAN, BOARD OF
GOVERNORS OF THE FEDERAL RESERVE SYSTEM

Mr. BURNs. Thank you very much, Mr. Chairman. I assure you
that I shall take reasonable advantage of the liberty that you have
extended to me this morning and in the days that will follow. How-
ever, I shall not insert any extraneous material into the record.

It is a pleasure to meet with this committee again to present the
views of the Board of Governors on current economic and financial
conditions. As we are all well aware, the performance of the economy
thus far in 1970 has left much to be desired. I believe, however, that
the available evidence indicates that our economy is basically sound
and resilient, and that we are making progress in resolving the infla-
tionary problems that have plagued us over the past 5 years.

A year ago at this time, wve were still searching for ways to deal
with the upsurge in demand that had given rise to a dangerous degree
of inflationary pressure. The income tax surcharge was extended for
another year; Federal expenditure programs were curbed, and mone-
tary policy moved to a highly restrictive posture over the summer
months. The consequence of these policies has been a significant
slowing in the pace of total spending, an elimination of excess de-
mand, and a period of relatively sluggish economic activity. The
process of wringing out the inflationary excesses of the past has not
been painless, but the alternative of letting inflation run rampant
would have been utterly disastrous.

The economic adjustment underway since the latter part of 1969
reflects in large part a decline in the resources devoted to residential
construction and the national defense. The latter decline is less widely
recognized than the former. During the past year the Armed Forces
have been cut back by about 350,000 men, and civilian employment
in the Department of Defense has dropped another 75,000. Moreover,
production of defense equipment during the past year has fallen
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almost a fifth, and is now nearly 25 percent below the peak reached
in the late summer of 1968. Employment in defense-related manu-
facturing industries began to edge down a little more than a year
ago, and the rate of decline accelerated in the first half of this year.
In June, employment in these industries was 14 percent below that
of a year ago.

As a result of this reduction in defense jobs, communities heavily
dependent on defense production have faced difficult adjustments.
It is evident, however, that the long-run benefits of defense cutbacks
greatly outweigh these transitional developments. We have needed
to free resources for other high priority uses, and we should welcome
the contribution that reduced defense spending has made-and will
continue to make-to abatement of inflationary pressures.

In view of the declines in defense industries, homebuilding, and
some other branches of production, a sizable effort on the part of the
business community to bring inventories into better balance with
sales and orders was to be expected. In fact, the annual rate of in-
ventory accumulation has fallen by about $9 billion since the third
quarter of last year. This is the largest decline of any category in
our national income accounts.

Total private final demand-that is, demand for goods and services
other than for inventory accumulation-has held up rather well,
despite the substantial cutback in outlays for residential construction.
Continued expansion in business expenditures for plant and equip-
ment was an important sustaining force in the second half of last
year, though such ofitlays have leveled off recently. Consumption
expenditures, however, have remained quite strong. In each of the
past three quarters, consumer purchases have risen at annual rates
of a little more than 7 percent. This is higher than the rate of in-
crease in prices, so that consumer takings have continued to advance
in real terms. Federal supplements to disposable income-starting
with the January reduction in the surcharge-have contributed to
the strength of consumer spending. The expiration on July 1 of the
remaining portion of the surcharge should further bolster consumer
buying in the months ahead.

With consumer outlays growing and business fixed investment ex-
penditures reasonably well maintained, the overall economic adjust-
ment since last summer has been much milder than in any of the
recessions since World War II. For example, the 31/ 2-percent decline
in industrial production since last July contrasts with a fall of almost
6 percent in the 1960-61 recession-the mildest of the postwar period.
The decline in total man-hours worked in nonfarm industries has
also remained small by comparison with the 1960-61 experience.

In recent months, however, the effects of the economic slowdown
have become increasingly apparent in the labor market. Total non-
farm employment, which continued to increase through March of
this year, declined significantly during the second quarter, and the
length of the workweek in manufacturing was curtailed further.
The unemployment rate rose to .5 percent in May; the decline to 4.7
percent last month, though welcome, apparently resulted in part
from special factors. While layoffs in maufacturing have been an
important source of the increased unemployment, many of the new
entrants to the labor force have also had difficulty in finding jobs.
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The number of women entering, the work force was especially large
in the first quarter, and substantial additions to the civilian labor
force have recently resulted from cutbacks in the Armed Forces.

Clearly, we cannot afford to be complacent at this juncture.
Further declines in employment and industrial production must
soon be halted, if we are to avoid a significant deterioration of
business and consumer attitudes. But as I interpret the incoming
evidence from the real sector of the economy, there is little basis
for anticipating a cumulative economic decline. Indeed, there are
some signs that the decline may bottom out in the near future.

We learned last week, for example, that total real output of goods
and services stabilized in the second quarter, after declining at a
3 percent annual rate in the first quarter of the year. Total new
orders for durable goods-an important advance indicator of eco-
nomic developments have remained approximately level during the
past several months, following significant declines earlier. Claims
for unemployment insurance since May suggest that the rate of
layoffs has subsided, and that unemployment among workers covered
by the insurance program may have stabilized.

It seems probable that the drag on the economy of a diminishing
rate of inventory investment is now largely behind us. *While the
ratio of inventories to sales has risen and is relatively high at durable
goods factories, this ratio has begun to decline at the retail level.
The drop partly reflects developments in the auto industry, where
dealer inventories have recently fallen while sales of domestic cars
have strengthened considerably.

There are also indications that residential construction may al-
ready be turning up. The financial resources of savings institutions
have of late improved significantly, and a larger volume of funds
will soon be flowing through to the housing sector-where backlogs
'of demand are enormous. In recent months, the trend of both
mortgage commitments and residential building permits has been
upward. In June, the level of housing starts also increased. Thus,
*the recovery in home construction that we have been anticipating
may actually be underway, and it will be aided powerfully by the
new housing legislation just passed by the Congress.

State and local spending, particularly on construction, is also
likely to return soon to more normal rates of growth, partly because
of the release of previously impounded funds, and Partly also be-
cause of improvement in the money and capital markets.

In some sectors of the economy, however, expenditures will remain
sluggish in the immediate future. Outlavs for defense will fall
further. It appears, also, that the boom in business expeditures for
fixed investment has come to an end. Reports for recent quarters
indicate that expenditures for new plant and equipment have been
falliii below businessmen's earlier anticipations, and that planned
outlasts have been revised downward. If historical experience is any
guide, further reductions in these spending plans are likely.

This moderation in capital spending was to be expected. and it,
too, should be welcomed. Continued large increases in capital out-
lays eventually would have raised excess capacity to a level threaten-
ing a serious investment decline later on. Furthermore, an ending of
the capital goods boom of the past 5 years will tend to reduce up-
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ward pressures on prices, on costs, and on interest rates. This is
added insurance that excess demand will not reemerge as economic
activity turns up again, and that we will make further progress in
getting inflation under control.

Thus far, our success in moderating inflationary pressures has
been disappointingly small. Last month, for example, consumer
prices continued to rise at about a 5-percent annual rate. The un-
winding from the inflationary excesses of the past is proving a
longer and more difficult process than we anticipated. However,
while our economy is still some distance from the stability of costs
and prices that we seek, progress is being made in this area-more
progress, perhaps, than is generally realized.

We are now witnessing some clear signs of reduced upward pres-
sure on prices. In the past 4 months-that is, from March through
June-wholesale prices have risen at an annual rate of less than
2 percent, compared with an increase of more than 6 percent in the
previous 4 months. Much of the improvement has been due to a
decline in the prices of agricultural products as supplies of some
basic commodities have become more ample. Also, however, the rate
of price increase has moderated for a number of important indus-
trial commodities. Prices of sensitive materials, such as copper, steel
scrap, rubber, and tin have fallen both here and abroad. In addition,
reports are multiplying that many business firms have begun to
shade list prices-offering discounts that are not fully reflected in
the price indexes.

This improved performance of wholesale prices reflects intensified
competition in product markets and a marked change in the trend
of productivity and unit labor costs in manufacturing. Last year
output per man-hour showed almost no growth-partly because of
labor hoarding, but also because business practices had become gen-
erally lax in an inflationary environment. This year, as sales
weakened and profit margins deteriorated, closer attention to costs
and efficiency has come to pervade the business community. Many
manufacturers have begun to release some of their excess work
force, overtime has been cut back, and other cost-cutting measures
have been widely adopted. The result has been a distinct improve-
ment in the trend of productivity, and a sharply reduced rise of
unit labor costs in manufacturing-even though unduly large in-
creases in wage rates have continued.

These are signs that the elimination of excess demand last year
brought about by restrictive monetary and fiscal policies is beginning
to bear fruit. With the attitudes toward cost control that now prevail
in the business community, we may expect this improved rate of
productivity in manufacturing to be extended, to spread to other
sectors of the economy, and indeed to accelerate as growth in output
resumes. The prospect for gains in productivity is especially favor-
able now, since a large part of the outlays for capital goods during
recent years has been for modernization and improvement of plant
capacity. The benefits of improved technology should be increasingly
realized in the months ahead.

I believe, therefore, that we can look forward to further abatement
of upward pressures on unit labor costs and on industrial commodity
prices in the latter half of this year. And as the effects of these
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developments work their way through to consumer prices, the
prospects for lower and more reasonable wage settlements will be
enhanced.

The return to general price stability will, of course, be hastened
if greater moderation is practiced with regard to wages and prices.
I welcome, therefore, the measures taken by the administration to
enlist the aid of business and labor in voluntary efforts to improve
productivity and to curtail excessive price and wage increases. There
is reason to hope that a system to identify and call attention to
inflationary wage and price developments will mobilize public
opinion against behavior that is prolonging the inflation. But we
must remember that success in our efforts to regain full employment
without inflation will depend principally on the conduct of monetary
and fiscal policies.

Let me turn now to the implications that domestic economic devel-
opments have for our international balance of payments. Trade
experience this year has been encouraging, but the overall balance
on international transactions is still far from satisfactory. As the
year began, our trade balance was improving, with the pace of
economic activity slowing down in our country but rising briskly
abroad. In the first half of 1970, the trade surplus rose to an annual
rate of $21/2 billion or more-compared with less than $1 billion in
1968 and 1969. We expect further improvement in the year ahead.

The increase in the trade balance has occurred despite a high rate
of imports, considering the sluggishness of domestic economic ac-
tivity. The high rate of imports undoubtedly reflects the persistent
inflation in the United States during the past 5 years, which has
given foreign competitors an added advantage. Inroads into our
markets by foreign competitors cause dislocations, as all competition
does. But the Nation also benefits from the added incentive to our
business firms to innovate, cut costs, and increase productivity. More-
over, if we attempt to hold down imports through administrative
limitations, we will suffer injury to our exports as foreign countries
retard their liberalization policies or retaliate wth restrictive meas-
ures of their own, as they well may.

While the trade balance has recently strengthened and some in-
crease has also occurred in receipts of investment income, capital
movements have been adverse and our overall balance of payments
is still registering very large deficits. Looking ahead, we can reason-
ably expect some improvement in international capital flows. As the
economy recovers, our markets are likely to become more attractive
to foreign investors. Also, outflows of U.S. private funds, which ap-
pear to have been exceptionally large in the first half, should
diminish. Together with the stronger balance on goods and services
that we anticipate, we should, therefore, see some reduction in our
overall deficit.

However, to obtain lasting improvement in the balance of pay-
ments, we must continue to pursue domestic policies that restrain
advances in costs and prices. By doing so, we will serve our national
interests and also contribute to the maintenance of a viable inter-
national monetary system. At the same time, our policies must pro-
vide, reasonable assurance of early recovery in output and employ-
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ment. The health of the world economy, as well as our own, depends
heavily on orderly economic growth in the United States.

The appropriate course for monetary policy in 1970, as I stated
at the hearings of this committee last February, is to tread cautiously
the narrow and slippery path that lies between too much restraint
and too much ease. Early this year when many of the advance eco-
nomic indicators wvere pointing downward, there was a need to permit
resumption of moderate growth in the supply of money and bank
credit. At the same time, however, we knew, from unhappy past
experience that too abrupt or too large a change in the course of
policy could jeopardize our chances of success in the battle against
inflation.

Looking back from our present vantage point, it seems to me that
we have achieved the middle course with regard to monetary aggre-
gates that we sought. During the second quarter of this year, the
money supply grew at an annual rate of about 41/2 percent, compared
with a rate of about 33/4 percent in the first quarter and virtually
no growth over the preceding 6 months. Commercial bank credit
(including loans sold to affiliates) showed little increase in the first
quarter, since many holders of time deposits were still withdrawing
funds from the banking system in the early weeks of the year. In the
second quarter, growth of bank credit advanced to an annual rate of
about *51/2 percent.

The increased growth rate of bank credit in the second quarter
resulted, in part, from a return flow of time deposits into the com-
mercial banking system. The turnaround in time deposits was aided
by the January increase in the ceiling rates that depositary institu-
tions could offer. This action brought, ceiling rates into closer align-
ment with prevailing market rates of interest. Also, market rates
began to decline soon after the turn of the year-especially rates on
short-term securities, which have remained well below their 1969
highls. Yields on time and savings deposits thus become more attrac-
tive. and deposit inflows improved at the nonbank thrift institutions
as well as at the commercial banks. Growth of savings accounts at
mutual savings banks and savings and loan associations, taken
together, wvas at about a 7-percent annual rate in the second quarter
of this vear-compared with growth in the 11/½- to 2-percent range
during the latter half of 1969.

The principal instrument of monetary control employed this year
to insure a renewal of moderate growth in the monetary aggregates
has been open market policy. To this end, the Federal Open Market
Committee has placed increased stress on the longer run objective
of achieving an approl)riate growth rate of money and bank credit.
There was for a time, I believe, widespread misunderstanding as to
the significance of that change in operating procedures. A few clari-
fving comments may, therefore, be helpful in laying this matter to
rest.

An impression seems to have prevailed in some quarters that the
Federal Reserve had decided to pursue fixed target rates of growth
in the monetary aggregates on a more or less continuous basi;s. This
was a misreading of outr intent. We believe that the Nation would
be ill served by a mechanical application of monetary rules. We
know that large, erratic, and unpredictable short-run changes often
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occur in demands for money and bank credit. One of the important
functions of a central bank is to prevent such short-run shifts from
interfering with the smooth functioning of money and capital
markets. We have no intention of abandoning our responsibilities
in this area.

The evidence from the first half of this year indicates that per-
formance of this function need not compromise a longer run objective
of maintaining an orderly rate of monetary expansion. Thus, large
month-to-month changes have occurred recently in the growth rate
of the money stock-in response to unusual factors influencing the
public's demand-but over the past 6 months the annual growth rate
averaged out to a little over 4 percent.

Let me assure you, moreover, that the Federal Reserve does not
view its responsibility as merely that of assuring reasonably steady
growth of the monetary aggregates over the longer run. Our obliga-
tion as a central bank is more basic. It is to promote monetary
conditions conducive to full employment, rapid improvement in pro-
ductivity, reasonable price stability, and equilibrium in the balance
of payments. We do not propose to let adherence to any fixed growth
rate of the money supply stand in the way of achieving these
objectives.

WVe are well aware, also, that the oldest and most traditional func-
tion of a central bank is to serve as a lender of last resort. As this
committee knows, our money and capital markets experienced un-
usual strains during the past few months. The tensions resulted
from a variety of forces-heavy corporate demands for long-term
credit, expectations of large Treasury borrowing in the latter half of
this year, disappointment over the slow progress in getting inflation
under control, concern that some prominent firms might be finan-
ciallv overextended, and so on. In my judgment, the strains in
financial markets stemmed in large part from irrational fears of
lenders and borrowers, rather than from careful calculations of the
fundamental factors underlying the demand for and supply of
credit. Whatever their source, however, we know that anxieties of
this kind could lead to a scramble for liquidity whose effects might
endanger the prospects for recovery in output and employment.

To date, efforts by business and financial firms to strengthen their
liquidity position have remained orderly and selective, and they
should diminish as it becomes increasingly apparent that we are
making real progress in the battle against inflation. But I want to
assure you that, in the highly unlikely event that a liquidity scram-
ble developed, the Federal Reserve would use all the authority at
its command to insure that unusual demands for liquidity were
satisfied.

Demands for liquidity, even exceptional demands, can ordinarily
be met-by using conventional monetary tools. Credit demands on
the banking system at large can be accommodated by open market
operations, while the needs of individual member banks can be met
through the discount window. Both instruments have been used
constructively for this purpose in recent weeks. We have found, also,
that minor adaptations of conventional monetary tools can provide
solutions to special financial problems. Thus, once it became ap-
Darent that some firms were having difficulty in refinancing their
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maturing obligations in the commercial paper market and might,
therefore, need to increase their bank borrowings, the Board moved
promptly and on June 23d suspended Regulation Q ceilings on large
denomination certificates of deposit with maturities of less than 90
davs. This action has enabled banks to obtain funds that investors
might be hesitant to place in other markets, and to rechannel these
funds to borrowers previously dependent on issuance of commercial
paper. Also, it was made clear that the discount window would be
available to assist banks in meeting the needs of businesses unable
to roll over maturing commercial paper, and member bank borrow-
ings for this purpose subsequently have risen. Increases in bank
credit resulting solely from a rechanneling of funds represent a
redistribution, and not an addition to the supply, of loanable funds.

These conventional tools are buttressed with standby procedures
to permit the Federal Reserve to make funds available to credit-
worthy borrowers facing unusual liquidity needs through "conduit
loans"-that is, loans to a member bank to provide funds needed for
lending to a qualified borrower. Administrative arrangements for
making such loans to nonmember banks and to nonbank thrift
institutions were developed in 1966 and updated in 1969. Further-
more, the Federal Reserve could-under unusual and exigent cir-
cumstances-utilize the limited power granted by the Federal Re-
serve Act to make direct loans to business firms on the security of
Government obligations or other eligible paper, provided the bor-
rower is creditworthy but unable to secure credit from other sources.

The powers of the central bank as the ultimate source of liquidity
can, and obviously should, be reserved for extraordinary circum-
stances. Our financial institutions have demonstrated that they are
sufficiently strong and flexible to handle with their own resources
the needs of creditworthy borrowers-even when these needs are
exceptionally large. In recent weeks, the Nation's commercial banks
have shown that they are able on short notice to put together very
large lines of credit to meet the needs of creditworthy borrowers
experiencing temporary financial difficulties. The banks that played
so vital a role in these credit arrangements have served the Nation
well.

The fact that we have weathered so successfully the financial
stresses of recent weeks has renewed confidence in the resiliency of
our financial system. The consequence has been a noticeably more
tranquil atmosphere in financial markets. But prudence requires, I
believe, that we consider what additional precautionary measures
might be advisable.

There are now bills before the Congress to provide insurance for
customers' accounts in brokerage houses and for shares held in
Federal credit unions. These deserve prompt attention.

The Congress might also give consideration to the feasibility of
establishing a Federal program to guarantee loans to necessitous
borrowers. This possibility should, of course, be explored very
cautiously. It would be a disastrous mistake to use Federal moneys
to keep unsound firms from failing, or to substitute public for private
tests of creditworthiness, or to convey the impression that the
Federal Government will bail out loosely managed or speculative
enterprises. But there may be a role for Federal guarantees in help-
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ing basically sound firms that experience temporary financial dis-
tress to find access to funds, where the alternative might be a degree
of financial dislocation inimical to the national interest.

Let me conclude, now, by reiterating what I indicated at the
outset. Our economy and our financial system have experienced
unusual strains and stresses this year. The tests we have weathered
indicate that our economic and financial structure is built on a solid
foundation. Confidence has been preserved, long-term interest rates
have declined in recent weeks, equity prices have made some recovery,
and a much calmer atmosphere has come to prevail in financial
markets. Meanwhile, wve have avoided excessive monetary stimula-
tion and paved the way for resumption of sustainable economic
growth.

In the real sectors of the economy, the weaknesses that developed
earlier this year have been contained, and I believe wre can look
forward to an early and orderly recovery in output and employment.
The recovery, I both hope and expect, wvill be characterized by a
xvell-balanced structure of output. Residential construction and State
and local outlays should pick up. consumer expenditures should
strengthen further, while business outlays on fixed investment taper
off. And, with productivity trends already improving, we have good
reason to expect further diminution of upward pressures on costs
and prices.

This assessment of the strength and resilience of our economy will
be tested in the months immediately ahead. Meanwhile, we at the
Federal Reserve Board recognize that the future of man's lot on
earth can be only dimly foreseen. That is why we always stand
ready to revise our judgments and policies in the light of unfolding
experience.

Thank you, Mr. Chairman.
Chairman PATMAN. Thank you, Dr. Burns, for your very interest-

ing and helpful statement.
At this time the Chair will recognize Senator Symington of

Missouri for questioning under the 10-minute rule.
Senator SYMINGTON. Thank you, Mr. Chairman.
Chairman Burns, I have a few questions here and I wvil make

them as short as possible and inasmuch as I am under the 10-minute
rule, I would appreciate your answers being as short as possible.

Mr. BURNS. That is not always easy for a former university
professor.

Senator SYMINGTON. Well, sometimes the questions for a Senator
are long also.

Mr. Chairman, the economy has declined considerably more in the
first half of this year than most people had anticipated and we are
now operating some $40 billion below our potential. As you say in
your statement, there are some signs tiuat the decline niay bottom
out in the near future but we are not certain it xvil1. Our main
problem now would appear to get the economy headed up towards
its potential again. How long do you think it will take to restore
the economy to its potential output level?

Mr. BuRNEs. I cannot give you a definite date, Senator. I wish I
could. Historical experience indicates that once the economy begins
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recovering, the unemployment rate will drop by 11/2 or 2 percentage
points in a year or in a little less than a year.

Now, no two cases are alike. I feel that we should restore full
employment some time in 1971. Whether we will do it by March or
by July or by September I am really unable to say and any guess
on my part would not serve the comnmittee, well.

Senator SYM3INCTON. Thank you, Mr. Chairman. Do you believe
that we can get back to potential without touching off a new round
of accelerated inflation?

Mr. 3LTRN-s. I think we can if we proceed cautiously. There are
great presures, now, as you know, to expand the Federal budget.
There are great pressures now to expand the money supply faster.
I think that if we proceed on the moderate course thlat we have set,
we are likely to regain full employment without touching off a new
wave of inflation.

Senator SYMINGTON. What rate of monetary expansion, Mr. Chair-
man, is appropriate during a period wheni we are trying to catch
up to potential? Many of our witnesses have indicated that the rate
of monetary growth will have to exceed the rate of potential output
growth, that is, that the degree of the money supply must exceed a
4 percent rate. Would you comment as to whether you think it is
correct or not?

Mr. BURNS. The rate of monetary growth of late has exceeded a
4 percent rate..That is my first point.

Second, I think the rate of monetary growth under the circum-
stances has been about right.

Third, the Federal Reserve Board has the economic situation and
the financial situation constantly under review, and I assure you
that the thinking of this committee and the thinking of others will
be very fully evaluated.

Senator SYMANGTON. Now, you and members of the administration
would appear to look at increases in productivity as proof that in-
flation is abating, but I question the comfort that previous executive
spokesmen have brought up if it is due to decreased employment
rather than increased output. It is fine, as you say in your statement,
to have an abatement of unit labor cost, but what if this is due to
reduced employment?

Mr. BURNS. I think you are quite right in saying that the improve-
menit in productivity in and of itself does not constitute proof that
the battle against inflation is being won. Also, economic recovery
remains to be achieved.

However. as I have studied the business cycle, and I have done
that over a period of almost a half century, I have come to expect
improvements in productivity as a forerunner of economic recovery.
Certainly, improved productivity lays the basis for raising our
living standards. It lays the basis also for lower costs of production
and lower prices, other things equal.

Senator S1-MINGTON. Thank you, air. Chairman.
Now, if I may shift a minute to the international scene, last year

through Eurodollar transactions U.S. banks borrowed some $7
billion from their foreign branches. If you do not have the figure
of such borrowings this year to date, would you supply them for
the record?
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Mr. BURNS. This year, I believe, there has been a net reduction of
about $3 billion.

Senator SY211INGTON. What is the effect of these borrowings on
the inflation in this country?

Mr. BURNS. Well, I do not really think that the borrowings that
we had last year had any significant effect on the inflation. The
borrowings last year involved a certain rechanneling of funds. They
were also a protective device. The banks were badly squeezed under
regulation Q and they sought other sources of funds. But I think
the net effect of Eurodollar borrowing on the total credit available
in this country was quite small.

Senator SYMINGTON. Thank you, Mr. Chairman.
Now, two more questions. A well known economist who is a friend

of yours and mine, has worried about the competition of the Govern-
ment in the Eurodollar market with private industry. In any case,
if U.S. banks were not able to borrow overseas, thereby providing
the source of liquidity or cutting it out, would this force the Federal
Reserve to increase the money supply at a faster rate to prevent
interest rates from soaring to new levels?

Mr. BURNS. I doubt it.
Senator SYMINGrON. Thank you.
In your statement you say something which to me as a former

businessman and one who has been on a good many bank boards in
my time, is extremely interesting. You say:

Tho Federal Reserve could-under unusual and exigent circumstances-utilize
the limited power granted by the Federal Reserve Act to make direct loans to
business firms on the security of Government obligations or other eligible paper.
provided the borrower is creditworthy but unable to secure credit from other
sources.

There has been a good deal of publicity about two major corpora-
tions in this country, one, the Penn Central, which is now in bank-
ruptcy, and the other, Lockheed, which now has heavy claims against
the Government.

Is the Committee to understand that the Federal Government,
through the Federal Reserve, is going to enter directly into loans to
these companies if they decide that they should not go into receiver-
ship or bankruptcy?

Let me add just one point. They would not come to you, of course,
presumably, unless they were turned down by normal banking
processes.

Mr. BURNS. That is correct. The power that we have under the
Federal Reserve Act is very limited. My purpose in including that
sentence in my statement was merely to call attention to the existence
of such a power.

Now, you may recall a few years ago the Congress rescinded
section 13(b) of the Federal Reserve Act, which gave the Federal
Reserve Board larger powers. That has been eliminated. But we still
have some power, power we have not used, and I simply wanted to
remind the committee that this power is on the statute books and
can be used in the event of an emergency. But the tests are very
difficult. You need eligible paper and that is a test that not all
borrowers are able to meet, and the borrower must be creditworthy
and he also must demonstrate that he cannot secure credit from other
sources.
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Senator SYMXINwrTON. Thank you, Mr. Chairman. At one time in
my career, I ran the Reconstruction Finance Corporation; and based
on your statement, it seems to me that you are embracing considerable
aspects of what President Hoover had in mind when he started that
company. I believe I have exceeded my time. I thank you for your
courtesy and I thank the Chair and the rest of the committee.

Chiairman PATIMAN. Just one question before yielding to Senator
Javits. You did not mention the surplus or deficit position in the
budget for 1970 or what is contemplated for 1971. Would you very
briefly mention that?

Mr. BuRNs. I expect that the deficit for fiscal 1970 will be about
$3 billion. As for 1971, all that I can supply, Mr. Chairman, is a
very big question mark and a bit of anxiety.

Chairman PATMAN. Senator Javits?
Senator JAVITS. Thank you, Mr. Chairman.
Mr. Burns, I join the members of the committee in welcoming

vou and consider your testimony most significant.
With regard to the chairman's remarks about the fiscal situation,

it is a fact that you are optimistic-I think very optimistic-and I
do not say that critically; I think it is great and I hope also that
it comes through, and that we will attain full employment in 1971.
Your optimism is hinged upon some suppositions or some postulates
respecting the fiscal policy of the Government and that is, what
budget deficit it will incur and what taxes it will raise?

Mr. BURNS. Well, I have been a believer-I have said so more
than once, Senator-in a congressional ceiling on expenditures. I
have come to the conclusion reluctantly-but it is a definite conclu-
sion-that about the only way that we can bring the growth of
Federal spending under control is through a. rigid congressional
ceiling on expenditures. I was very pleased when the President made
this point the other day.

Now, Federal spending has been growing at a rate that I find
most disturbing. According to my calculations, last year Federal
and State and local government spending in the aggregate con-
stituted something like 35 percent of the dollar value of our national
output.

Now, I do not mean to say to you as an economist that 35 percent
is the ceiling, that we cannot go to 36 percent. We might be able to
go to 40 percent, but I think we are in a dangerous area if -we want
to retain a vigorous free enterprise economy.

Senator JAvrTs. Therefore. you urge upon the Congress the adop-
tion of an expenditure ceiling which will accommodate the one
deficit which arose from declines in corporate income, or declines in
personal income predictions of $3 billion. WThat about 1971? WiThat
would you say would be the roof deficit to accommodate your expec-
tation from the economy?

'Mr. BuRNs. I would accommodate for calendar year 1970 whatever
deficit arose from declines in corporate income, as declines in personal
income if any should occur-personal income as you know, has been
rising-or declines in revenue from excise taxes. I would not seek
higher taxes beyond the few small additions to revenue that have
been recommended by the administration. Although I would support
those, I would not look to additional taxes being levied in order to
meet a deficit that arises from a declining economy.
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I cannot rule out the possibility that the decline of the economy
may go further. I think that rising taxes would be wrong at a time
when the economic activity is slow. But I also would not under
present circumstances increase expenditures beyond the very large
budget that has been submitted to the Congress by the administra-
tionl. If that happened, I would be concerned about what would occur
in financial markets. As is, the Treasury will be coming into the
financial markets the second half of this year with very large borrow-
ing. That cannot have a good effect on interest rates which concern
this committee and its chairman. If you increase the budget deficit
further, interest rates might be stepped up further. Fears of inflation
could easily be renewed. Anticipatory borrowing could easily be
stimulated and new turbulence in financial markets could result.

Therefore, I would put a lid on expenditures at this time but I
would also not try to make up through additional taxes any decline
in revenue that may occur.

Senator JAVITS. Mr. Chairman, one last question on this fiscal
matter.

We are to assume, therefore, that you would keep the ceiling roof
at the budget figure but that does not prevent us, does it, from shift-
ing priorities within that roof figure.

Mr. BuRNS. Not at all.
Senator JAVITS. The point I would like to ask you about liquidity

is this, on Monday I am proposing to introduce a bill which carries
out precisely what you say about guaranteed loans, and I have also
heard Senator Symington's very excellent point about the powers
of the Federal Reserve. Which do you prefer, a guarantee system
which would be a new kind of RFC based upon guarantees and which
takes into account of the new development of the banking system
of the United States since the time of the RFC, or, do you prefer
enlargement of the authority of the Federal Reserve Board and
banks to make direct loans and perhaps direct guarantees?

In short, shall this authority be vested in the Treasury or shall it
be an additional authority given to the Federal Reserve Board?

Mr. Bu-RNs. Let me say first of all, that I very much hope that
this authority will not be given to the Federal Reserve Board. On
the other hand, if the Congress saw no better way of dealing with
the problem, I want to assure the Congress that the Federal Reserve
Board would take on whatever additional burdens the Members of
the Congress in their wisdom sought to put upon us.

Now, second, I am not at all sure as to the device, but I do have
some doubts about giving this power to the Treasury. I have strug-
gled with this problem and I am still struggling with it. The best
that I can do today is to give you my very preliminary thoughts.

I think I would set up a loan guarantee board-virtually without
staff, however-consisting of a director appointed by the President
with the consent of the Senate, the Secretary of the Treasury, and the
Chairman of the Federal Reserve Board. It would be a 3-man board.

I would give this Board the authority to make guarantees under
conditions that are spelled out with some specificity in the statute,
but I would not stop there. I would make the issuance of any such
guarantee subject to consultation with the chairman of our two
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banking committees and with the ranking minority members of the
two banking committees.

I think that such consultation would be advisable, if we travel
this route, in the interests not only of protecting the public against
possible abuse, but also of removing or reducing the possibility of
suspicion that abuse is taking place.

SenatoLx JArVIs. Well, I thank you very much, Mr. Chairman.
I had just one question also on foreign policy. My mind, like that

of Senator Syinington, seems to go in both of these areas. Would you
define the bill reported out of the House Ways and Mleans Committee
as a bill which runs afoul of the warning you give us in your state-
ment: "Moreover, if we attempt to hold down imports to admin-
istrative limitations we will suffer injury to our exports," et cetera.

Please feel free to say you do not want to comment. I do not want
to force you into any position, but this is a burning question. There
is a tremendous amount of sentiment for this protectionist approach
and if it is unwise in the total economic interests of our country,
some people other than people like myself and a few others here.
and there are mighty few, have to say so.

Mr. B3rniNs. I must say in all honesty that I am concerned about
this bill. I think we are in danger of traveling a protectionist road.
Great concern has been aroused abroad. Retaliatory measures are
already being discussed abroad.

I would make one qualification to this statement and one qualifi-
cation only, and I hope that the members of this committee will not
misunderstand what I say. I think as far as textiles are concerned,.
we are in the position-never mind how we got there-where many
members of the Congress have gone on record in favor of a voluntary
quota and where the President has committed his prestige in behalf
of such measure. I think Presidential prestige cannot be, must not
be, expended lightly. In view of that Presidential commitment, in
view of the sentiment in the Congress, I would favor continuance of
efforts to work out voluntary quotas, restricting the growth-not
reducing the volume, but restricting the growth-of textile imports.

Senator JAVITS. That is manmade textiles.
Mr. BURNs. Manmade textiles.
Senator JAVITS. But not on any other commodity.
Mir. BuRNxs. That is as far as I am prepared to go this morning.

I would want to study the matter of other commodities, but I would
approach other commodities with a certain bias, you might call it
preconception, you might call it philosophy. I would approach other
quotas, or other increased tariffs, with great anxiety because it may
set off a repetition of the kind of trade wars and restrictive practices
that we had during the 1930's.

The end result could be a shrinking world economy, and that is not
the worst of it. When you resort to restrictive trade practices, you
give rise to political suspicions, and we have had too much of that in
this world already. You may release forces that make for inter-
national friction and conflict. Let us try to avoid traveling this route
if we possibly can.

Senator JAViTS. Thank you, Mr. Chairman. My time is up.
Mr. Chairman, may I ask my colleague, Senator Symington, if he

would like to get a written statement of the Chairman as to the legal



590

authority of the Federal Reserve to make loans? Would that be a
good idea?

Senator SYMINGTON. Subject to the Chair's approval, I would
think it would be a very good idea.

Chairman PATMAN. I think it is written into the law. Under certain
circumstances they can make direct loans.

Mr. BURNs. I have the precise authority with me and I will be
glad to supply that for the record.

Chairman PATMAN. If you will supply it for the record, please.
Mr. BURNS. It consists of paragraphs 3 and 13 of section 13 of the

Federal Reserve Act.
Senator JAVITS. Thank you very much.
(The following information was subsequently supplied for the

record by Mr. Burns:)

PARAGRAPH 3, SECTION 13, FEDERAL RESERVE ACT

In unusual and exigent circumstances, the Board of Governors of the Federal
Reserve System, by the affirmative vote of not less than five members, may
authorize any Federal reserve bank, during such periods as the said board may
determine, at rates established in accordance with the provisions of Section
14, subdivision (d), of this Act, to discount for any individual, partnership, or
corporation, notes, drafts, and bills of exchange of the kinds and maturities
made eligible for discount for member banks under other provisions of this Act
when such notes, drafts, and bills of exchange are indorsed or otherwise secured
to the satisfaction of the Federal Reserve bank: Provided. that before discount-
ing any such note, draft, or bill of exchange for an individual or a partnership
or corporation the Federal reserve bank shall obtain evidence that such indi-
vidual, partnership or corporation is unable to secure adequate credit accom-
inodations from other banking institutions. All such discounts for individuals,
partnerships, or corporations shall be subject to such limitations, restrictions,
and regulations as the Board of Governors of the Federal Reserve System may
prescribe.

PARAGRAPH 13, SECTION 13, FEDERAL RESERVE ACT

hSubject to such limitations, restrictions and regulations as the Board of Gov-
ernors of the Federal Reserve System may prescribe. any Federal reserve bank
may make advances to any individual, partnership or corporation on the promis-
sory notes of such individual, partnership or corporation secured by direct
obligations of the United States or by any obligation which is a direct obliga-
tion of. or fully guaranteed as to principal and interest by. any agency of the
United States. Such advances shall be made for periods not exceeding 90 days
and shall bear interest at rates fixed from time to time by the Federal reserve
bank. subject to the review and determination of the Board of Governors of
the Federal Reserve System.

Chairman PATAIMAN. Senator Proxmire?
Senator PROXMTRE. Dr. Burns, you have given us a highly opti-

mistic picture .of our economic condition including an answer to a
question-I understood you to say that we will be back to full
employment in your view, sometime in 1971, without naming the
month. You expect -we are moving in that direction, is that true?

Mr. B3u-RNs. I did not make a categorical prediction. I am not a
prophet. I am just an economic analyst. I referred to past experience
and I stressed my hope and expectation.

Senator PROXMIRE. Well, I certainly hope and pray your hopes
and expectations come true but you are really going to have to be
Mr. Magic or somebody in the administration is going to have to be
to pull this off. It seems to me we have the most unsatisfactory kind
,of economic position right now. We have high unemployment, very
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high inflation. We have the highest interest rates in history. We are
not growing at all.

From the standpoint of the employment act which this committee
is charged to oversee and to work to bring to fruition, we are
achieving none of our objectives and one of the rare times in history
when we have not been doing so.

Furthermore, it seems to me, Dr. Burns, that nothing the admin-
istration or the Federal Reserve Board is doing seems to be moving us
in the direction of any of these fronts. I say that, number 1, because it
appears on the basis of your speech in February when you said there
is no more excess demand in the economy or it seems to be diminished
and virtually absent, that the administration's game plan to further
slow down the economy and restrain the economy through fiscal and
monetary policy will not do the job.

See your head come up and I know what you are going to tell me
is that you are not restraining the economy. WITell, let me ask you a
question about that and see if we can determine whether you are or
not.

Previous witnesses have told us that Federal fiscal policy will
restrain the economy based on a substantial full employment surplus.
Brookings Institution made a study on the basis of the projected
budget in January and found that the full employment surplus in
1971 would average about $15 billion. Even if we have a $5 or $6
billion deficit in the consolidated budget we will have a full employ-
ment surplus of $10 billion.

Now, what is wrong with that analysis? Does not this indicate that
we are going to have fiscal restraint?

Mr. BuIRNs. Well, let me turn to your question, Senator Proxmire.
I do not see the economy as you do. What I see is a very prosperous.
Nation, a Nation that is the envy of the entire world. The slowdown
that we have had in the economy is very small. And had we not had
that, had we not made the efforts that we did make in the Congress
and in the executive establishment and in the Federal Reserve Board,
we would have a rampant inflation now and we would probably be
headed for a major bust in our economy.

Now, when vou say, Senator, that nothing is being done to advance
our economic goals, that nothing is moving, I find it difficult to agree.

Senator PROXMIRE. What is?
Hr. BuRNs. I am in the process of answering that question,.

Senator. I think that we have moved on a massive scale on the fiscal
front already in reducing the income tax surcharge, first in January,
now in July, also in increasing social security benefits. These have
been very large additions to disposable income. And, of course, the
reduction of the income tax surcharge is also proving of some aid
to our business corporations.

Next, thanks in large measure to your efforts, Senator, the Congress
has just passed a very powerful, and I think highly constructive,.
housing bill. This housing bill, once it is fully implemented, and I
hope it will be promptly and fully funded, and will give a great
stimulus to residential construction.

I have not been attending these hearings but I was informed by
one of my colleagues that you made an estimate recently that this.
housing bill may stimulate an additional half million housing units.
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That may be on the high side. My own estimate would be more con-
servative. But, I would not differ greatly from you. I would expect
perhaps 400,000 housing units to be added as a result of that piece of
legislation.

Next, I think you have before the Congress some legislation that
can move matters along. I -hope that the unemployment compensation
bill will pass the Congress promptly. It is a liberalizing piece of
legislation. We need it and I think delay would be undesirable, even
unfortunate.

Senator PROXMrIRE. Let me just interrupt, Dr. Burns, to say that
my principal point was that the overall, overall impact of fiscal
policy will be restraining on the basis of the arguments by the emi-
nent economists we have had before us. They say ewe are going to run
a substantial full employment surplus, which means restraint, if it
means anything. You are as eminent an economist as we have in the
country. Would you agree that that is true or not?

Mr. BuRNS. I can say this. First, estimates of the full-employment
surplus made by the Brookings Institution and by other economists
in recent months have varied a good deal.

Second, these estimates do point to a rather large full-employment
surplus later on.

Third, if a new calculation were made as of today, those estimates
would be substantially lowered.

Senator PROXMIRE. I would agree; $10 billion is $5 billion lower
than the $15 billion estimate that they made in January. It still is a
substantial restraint and I do not know anv economist whio would esti-
mate that eve would not have a full employment surplus of substantial
proportions regardless of what the Congress or President is going
to do in the coming months. So, there -would be restraint, would you
not agree, on the fiscal front?

Mr. BuRINS. If you use that measure of fiscal restraint I would
agree that. according to present calculations, that is indicated.

Senator PROXNEIRE. Well, now, what other measure is there? Why
is not that measure valid?

Mr. BURNS. Well, I think there are other measures and I do not
think that this is the one key to economic policy.

Senator PROXMIRE. No. I am just talking about fiscal policy, as a
measure of fiscal policy. I will come to monetary policy. We had
Dr. Wallich, who said that with 5 percent inflation, 41/2 and 5 per-
cenl growth in the money supply was in effect no real growth. Now,
this is rather an interesting new concept to me and I would like to
have your reaction to that.

Mr. BUIRPNS. Well, I will give it to you and I will give it to you
quickly. This is very dangerous reasoning. Let us go back to the great
inflation in Germany in 1922 and 1923. You remember what hap-
pened at that time. It took a bushel of paper money to buy a loaf
of bread in that period. But some business people and economists
were then complaining that the money supply-you needed loga-
rithms to express what was happening to the money supply-but
these people were complaining that the rate of growth of the money
supply was so much lower than the growth in the dollar volume
of production and, therefore, that the rate of growth of the money
supply had to be increased.
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Senator PROXMIRE. I am not saying that we should take the rise
in the cost of living and add that to growth and come to a 9-percent
increase in the money supply as being desirable. All I am asking is
that under present circumstances as long as we have 5 percent infla-
tion, would not a 5-percent increase in the money supply be in effect,
no real growth, or would it?

Mr. BURNS. Senator, as far as the money supply is concerned, let
us not be simplistic. We get into the habit of talking about the money
supply as if all of us knew precisely what we are talking about.
Now, I must say to you that that is not so.

If you take a very narrow definition of the money supply, confin-
ing your concept of the money supply to demand deposits and cur-
rency in circulation, you get one rate of growth.

If you take another concept of the money supply, no less valid,
one which includes time deposits of commercial banks, you get an-
other figure showing a higher rate of growth for recent months.

If you take still another concept of the money supply, one which
includes the deposits of mutual savings banks and the share accounts
of savings and loan associations, and that is also a valid concept
of a money supply, you get still another rate of monetary growth.

Moreover, Senator, there are tricks in measurement-most of them,
I am sure, are inadvertent-that we must be sensitive to. We at the
Federal Reserve Board devote our full time to managing money and
credit. I can show you rates of growth of the money supply-well,
take the second quarter of this year. If you measure the rate of
growth during the second quarter, using the narrow concept of the
money supply, and if the rate of growth is measured from the month
of March to the month of June, you will get a rate of growth of 4.4
percent. But if you wvere to measure the rate of growvtlh from the
average of the first quarter to the average of the second quarter,
you would get a rate of growth of 6 percent.

Now, I do not want to manipulate figures. 1. am warning this com-
mittee, watch these figures and watch these economists, and also let
us watch one another. [Laughter.]

Senator PROXMTRE. MV time is UP. I would like to ask, though, if
you could give me an answer, is the present presumably 41/2 percent
increase in the money supply in your view expansive, restrictive, or
neutral ?

Mr. BuRNS. In miv judgmenit -1when vou take all facets of the money
supply, and I have tried to indicate imperfectlv an quite incompletely
what I think they are. the present expansion of the money supply
is laying the foundation for a renewal of growth in the economy.
I consider it to be expansive, yes, moderately expansive as it should
be. It is no more than that, and it should not be more than that at
this point.

But. Senator. I made some remarks that may have sounded exces-
sivelv critical. While I have criticized my fellow economists I have
also learned from them. I have questioned your remarks, but I have
learned from you in the past and I expect to do so in the future.
Nothing that I have said here implies even remotely that the Federal
Reserve is in a static position. I think we have demonstrated that
we are not in a static position, that we are quite alert, that we are
flexible, that we can move promptly and have actually moved
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promptly. As far as the future is concerned, we will watch develop-
ments, take into account criticisms, reassess our own position, and
do our level best to get this country moving again-but also not
release new inflationary forces.

Senator PROXMIIRE. My time is up, Mr. Chairman.
Chairman PATMAN. Yes, sir.
Mr. Widnall?
Representative WIDNALL. Thank you, Mr. Chairman.
Dr. Burns, the other day our House Banking and Currency Com-

mittee voted out a bill giving the President standby price and wage
control authority. In your opinion, would the implementation of
such controls be appropriate now or in the foreseeable future?

Mr. BURNS. Well, Senator Symington is leaving. He wanted brief
answers. My answer to this one, not counting this professorial intro-
duction, is one word-no.

Representative WIDNALL. What effect do you think debate in the
Congress over this authority has on wages and prices?

Mr. BURNS. Well, I think it may unsettle the business community
needlessly. I see no point in this legislation at the present time. But
I should go on and say I am getting on in years. Whether or not
I have accumulated a touch of wisdom, I certainly have many
prejudices.

I am opposed to price and wage controls. I have studied them over
the years. I have not seen good consequences. There are very excep-
tional circumstances when my mind would turn in that direction.
These circumstances do not exist and I do not foresee them.

Representative WMNALL. Well, apropos of what you have just
said, do you see any merit in the argument that such standby author-
ity can be used by the President as an implicit threat to get labor
and business to toe the line on wage and price increases?

Mr. BUIRNS. Well, you know, when a group of Congressmen debate
an issue like this, and decide that it might be a good thing, my
instinct tells me that there must be some merit in that argument.
However, in all candor, I must add that I see insufficient merit. I
think it would be a very unsettling factor in the business world. If
we had this kind of legislation on the statute books, people would be
wondering. Rumors would be flying and all kinds of unsettling forces
on markets would be released. I would, therefore, have to oppose it.

Representative WIDNALL. You have mentioned the unusual number
of servicemen being released from the Armed Forces and entering
the civilian labor force. You also mentioned that, and I quote: "Com-
munities heavily dependent on defense production have faced difficult
adjustments."

Do you have any specific suggestions as to how we might ease the
transition of men and areas to a peacetime economy?

Mr. BURNS. Well, I certainly would like to see many of our men
who served in the Armed Forces go back to school, enter a university
if possible, or get vocational training in a high-paying skill. This is
something that interests me greatly. We are spending a great deal of
monev on training programs. I feel a little uneasy about the results
that we are getting. If this committee should run out of work to do,
I would recommend strongly taking a very close look, not with a
view to criticism but with a view to sound apraisal, at the training
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programs, to see how well they are being conducted, and possibly to
change legislation or change the administration of these programs.

I think we can do a better job with training programs than we are
doing. And I would particularly favor doing that for men who leave
the Armed Forces.

Representative WIDNALL. Well, does that statement indicate in
any way that the degree of employability of former servicemen indi-
cates that little more need be done than sophisticated job matching
and increased labor mobility programs?

Mr. Burns. Yes, but I am impatient with regard to job matching.
There are hundreds of thousands of jobs available that are not being
filled. I gather from the businessmen I talk to, Government officials
I talk to, looking at our own Federal Reserve Board, that there is
a very large number of unfilled vacancies. I have advocated repeat-
edly a computer job bank. This is getting underway. Perhaps as
much progress is being made as can be made, but I am impatient for
more rapid progress because I think this is a reform that we very
badly need.

Representative WIDNALL. I am interested in hearing what you say
about a computer bank on that.

Mr. BURNS. Well, with the technical facilities that now exist, it
should be possible for a workman to enter an employment office and
be informed within a matter of minutes of jobs of a kind that he
seems to be qualified for that are available within a radius of 10
miles, within a radius of 25 miles, 50 miles, a hundred miles, et cetera.
And likewise for employers.

In this way we can remove in large part the frictions of the labor
market. We are already moving on that front. But as I say, I am
impatient for faster progress. This, I think, would help the unem-
ployment problem and also would not release inflationary pressures.

Representative WIDNALL. Dr. Burns, how can Congress be helpful
in obtaining faster progress?

Mr. BURNS. Well, as I suggested a moment ago, this committee
might want to make a study of our training programs. I hope that
you will consider this possibility and also the computer job bank.

Representative W.IDNALL. In your testimony you allude to large
erratic and unpredictable short-run changes that often occur in
demands for money and bank credit and how this complicates mone-
tary management. Has not one of the major sources of this erratic
behavior been the deficit financing needs of the Federal Government?

Mr. BURNS. The Treasury borrowing is an unsettling factor, a
complicating factor certainly, in conducting monetary policy.

And also I should add that the average life of Treasury obligations
has been shortening, shortening progressively in recent years. That
makes more frequent calls to the money and capital market by the
Treasury necessary, and this too is a complicating task for monetary
management.

Representative WIDNALL. My next question is do large and fre-
quent demands on the money and credit markets made necessary by
substantial budget deficits and the short-term structure of the public
,debt-dangerously constrain the Federal Reserve in its effort to shape
a monetary policy appropriate to the needs of the economy?

Mr. BURNS. As of the present time, I would say that it hampers
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us a little. It does not dangerously constrain us at the present time-
But such a time could come and I hope it never does.

Representative REUSS. Thank you, Mr. Chairman.
Chairman PATMAN. Yes, sir.
Mr. Reuss?
Representative REUSS. Thank you. Mr. Chairman.
Dr. Burns, having heard your colloquy about wage-price freezes

with Mr. Widnall just now, I shall follow my instincts and not ask
you any more about it.

I would like to talk about monetary policy. The majority of the
Joint Economic Committee for the last 3 or 4 years has been issuing
a general guideline to the Fed, I am quoting from the 1967 report,
and it has been substantially unchanged:

The policy of moderate and relatively stable increases In the money supply,
avoiding the disrupting effects of wide swings in the rate of increase or de-
crease generally within a range of 3 to 5 percent per year.

I notice in your statement you set forth with your usual tact the
following:

We believe that the Nation would be ill-served by a mechanical application
of monetary rules.

I have been somewhat concerned over the years that possibly our-
admonition may be a little mechanical and, therefore, in the 1968
report I tried to set forth some qualifications on the 3- to 5-percent
money supply, narrowly defined admonition, and I would like to
read those qualifications to you to see what you think of them. I have
not had that opportunity.

In our 1968 annual report I started out by saying that, "The
Federal Reserve system through open market operations, reserve
requirements and discount policy shall endeavor to accommodate a
growing full employment, gross national product, by expanding the
money. supply, narrowly defined to include commercial bank demand
deposits and currently outside banks by 3 to 5 percent yearly with
the following qualifications," and then I set forth the qualifications,
some seven of them. I would like to put them to you. And this was
a tentative formulation, I might say, so that we can perhaps get
our minds a little closer.

Qualification No. 1:
The target figure should be adjusted up or down from the above band from

time to time to reflect the extent to which time deposits in commercial banks
and in savings and loan associations, mutual savings banks, and credit unions,
substitute for the narrowly defined money supply.

Anything bother you about that?
Mr. BuRNs. No. I am not bothered by that. I think that is sensible.
Representative REUSS. Qualification No. 2:
The target figure should be on the higher side of the band in periods of less

than full use of resources, on the lower side in periods of full use of resources.
Anything bother you about that?
Mr. BURNS. Yes. It is an incomplete statement. You doubtless were

thinking of a recession and-
Representative REUSS. Or an inflation.
Mr. BURNS. Well, when you have a slowdown in the economy and

are also having an inflation, then I think that while the qualification
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that you just read should be carefully kept in mind, it, too, might
need to be qualified in the light of developments and prospects.

Representative REUSS. Would you perhaps at your convenience
suggest the qualification or the qualifications which suit you?

Mr. BURNs. I will try to do that.
(The following information was subsequently supplied for the

record by Mr. Burns:)
The qualification as stated is too specific to be universally applicable. Infor-

mation about the recent behavior of prices and economic activity, and the course
of fiscal policy, are critical considerations in determining the optimal course of
policy. The lags between monetary actions and their effects on output and
prices also are imlportant. If the recent past has been dominated by excess de-
mand and substantial inflation, an attempt to reach full use of resources in the
short-run through accelerated monetary growth could sacrifice the prospects for
noninflationary growth over the longer run. Under such circumstances, if the
economy were operating somewhat below its potential, but moving upwards, a
rate of money stock growth "on the higher side of the band" might risk over-
stimulating the economy. On the other hand, when the economy is relatively
free from inflationary pressures, and fiscal policy is restrictive, a relatively
expansionary monetary policy may be needed to nmaintain full resource use.

Representative REUSS. Although I might say that I was obliquely
patting the Fed on the back with that qualification for what it has
in fact done, we have had an inflation and we have had a slowdown
in recent months and the Fed as you have testified, has increased the
money supply on the high side.

Mr. BURNS. WTell, may I ask a question, Congressman? I am a
little confused. You speak of a 3- to 5-percent band. Now, my recol-
lection is never good but I had a band of

Representative REUSS. Two to six.
Mr. BURNS (continuing). Two to six percent as i~suing from your

committee. Am I wrong on that?
Representative REUSS. No. I think we are both right. I quoted the

1967 report which said 3 to 5 and over the years we have expanded
that to 2 to 6. And so in your answers, take that into account.

Let me now read you qualification No. 3:
The target figure should be exceeded when resources are underemployed and

simultaneously businesses are making exceptionally heavy demands on credit
not for the current business expenditures but for additional liquidity in antici-
pation of future needs or to replenish unexpected liquidity losses.

Does not that qualification tend to justify what in fact you have
done in recent months?

Mr. BURNS. I do not know that I would say the target figure
should be exceeded. I think what I would say is this should be kept
very much in mind and a move toward a somewhat higher rate of
monetary expansion might well be appropriate at such time.

(The following information was subsequently supplied for the
record by Mr. Burns:)

Business liquidity demands should be allowed for in judging the appropriate-
ness of any growth rate of the money stock. It does not, of course, follow from
this that the appropriate rate of monetary expansion should be above 6 per-
cent. Moreover, it must be recognized that additions to money holdings to satisfy
present liquidity preference could prove to be a source of funds to finance in-
flationary demands later on, should the preference for liquidity decline. This
possibility would have to be taken Into consideration.

Representative Rnuss. I will submit these to you in wvriting. Per-
haps you can tidy them up along these lines.
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Qualification No. 4, this one you may not like, but listen:
The target figure should be exceeded to the extent necessary to reflect the

increase in dollar Gross National Product, estimated to he attributable to cost-
push inflation.

Mr. BURNS. Well, you anticipated my thinking very accurately,
as you generally do, Congressman Reuss.

Representative REUSS. You notice I emphasized cost-push. God
forbid that we should apply that to the demand-pull inflation.

Mr. BURNS. This is very troublesome. It is very hard and I think
really unwise for a monetary authority to try to fight a cost-push
inflation. On the other hand, to accommodate a cost-push inflation
fully might also be unwise. I think that I would be inclined to leave
this to the discretion of the monetary authority and merely request
the monetary authority to weigh this factor in its thinking.

(The following information was subsequently supplied for the
record by Mr. Burns:)

An effort to offset, through monetary restraint, all of the upward push that
rising costs exert on prices may unduly restrict aggregate demand, and increase
greatly the risk of substantial underemployment of resources. On the other
hand. expanding the growth rate of the money stock by the amount of inflation
attributable to the pressure of costs on prices would provide the potential for
an unending round of price and wage increases. Given a moderate rate of growth
in the money stock, and a sound fiscal policy, a cost-push inflation will tend to
be self-limiting.

Representative REUSS. So, we will modify that one.
Qualification No. 5:
The target figure need be sought only over periods such as a 3-month period

sufficient to allow the Federal Reserve System to accommodate large Treasury
borrowings with the averaging out to occur over the remainder of the period.

How does that sound?
Mr. BURNs. Not bad, but I-
Representative REUSS. Fair?
Mr. BURNS. I would want to take counsel with my colleagues on

that one. My own inclination would be to lengthen the period beyond
3 months.

(The following information was subsequently supplied for the
record by Mr. Burns:)

The period over which any rate of growth of money should be sought may
need to be longer than three months. Neither the amount nor the time span
over which the money stock may need. to deviate from its long-run path is
invariant. The current and immediately prospective state of the economy and
of financial markets, the size of Treasury borrowings, the management of the
Treasury balance, the source of short-run variations in private money demands
-all have to be considered.

Representative REuSS. Qualification No. 6:
Balance of payments considerations should affect monetary policy only through

varying the maturity of the Federal Reserve System's portfolio so as to achieve
to the extent possible appropriate interest differentials as between long-term
and short-term securities.

Mr. BURNs. I want to postpone an answer to that one.
(The following information was subsequently supplied for the

record by Mr. Burns:)
The conduct of fiscal and monetary policies cannot overlook the influence of

price inflation on the country's international transactions in goods and services,
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or the vital role of the dollar as an international reserve currency. It would be
inappropriate to try to establish a separation of domestic and international
stabilization policies applicable at all times and under all circumstances.

From the point of view of international capital flows, differentials between
short- and long-term yields in any one country are less directly relevant than
are differentials between levels of both short- and long-term yields in one coun-
try and those in another. For a country experiencing persistent balance-of-
payments difficulties, adverse differentials in long-term yields may assume con-
siderable importance, though their effects may be offset by devices such as the
Interest Equalization Tax. With respect to short-term interest rates, large
changes in yield differentials may also be undesirable, because they may induce
large flows of short-term investment funds. On the other hand, adverse yield
relationships and adverse flows of funds may at times be unavoidable, and if
they appear likely to be self-limiting they need not be a cause of special concern.

Representative REUSS. Qualification No. 7 and last, to which I think
your reactions will be mixed:

The consequences of monetary policy for the homebuilding industry should be
taken into account by including Federal National Mortgage Association and
Federal Home Loan Bank Board securities in the Federal Reserve System's
portfolio in meaningful amounts and by lengthening its portfolio whenever home-
building finance is unduly retarded by overall monetary stringency.

My guess, without trying to testify for you, is that you do not
want those securities in the Fed's portfolio but that a little portfolio
lengthening at a time of housing stringency may help. In fact, the
Fed since 1968 has done some of that. But I will let you testify, not
me.

Mr. BURNS. As I informed this committee, we have a very serious
and comprehensive study of housing underway from the financial side.
If I do nothing else during my term as Chairman, I hope that I may
help this committee and our economy to deal with housing finance
better than we have during periods of monetary restriction.

Now, I would want to postpone an answer to your question until
that study is in. But let me say Congressman Reuss, this is not a study
in the interests of postponing action or decision. The study will be
completed this year and I hope to be able to advise this committee on
the subject. Let me say further to this committee, that I sometimes
have doubts, conservative though I am in financial matters, whether
we may not have been excessively purist in not wanting to take agency
issues into our portfolio. Perhaps I have said too much already.

Representative REUSS. Not at all. My time is up, but let me con-
(Jude by saying that this list of the rules plus what seem to me the
seven exceptions was included in our annual report for 1968 at pages
44 and 46. I referred to it as the above-proposed guidelines are de-
signed to elicit what the Federal Reserve regards as proper monetary
criteria. Would you, therefore, review your testimony at this point,
indicate where you think those guidelines could be improved, as you
have in a tentative way, and if you think that additional qualifica-
tions are necessary, by all means suggest them because I think it
would be desirable if this committee and the Fed got on a closer
relationship. As I said:

Perhaps our advice has been too tersely stated with insufficient regard for
other factors than the money supply narrowly defined.

That seems to be in your mind, too, and rather than be in the
position of giving the Fed advice which it really is not going to take,

49-774-70-pt. ?, 15
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I would much prefer to see if the advice the Fed wants to receive
is not advice that we may be prepared to give.

Mr. BURNs. I want to thank you, Congressman, for the tflinkillg
you have done in the past on this subject and for stimulating our
own thinking. I will deal with this question. I only want to add that
this subject is difficult and what I will submit for the record will be
preliminary. Just as you stand ready to amend your qualifications
in the light of fact and reason, so I would want to submit no more
than a preliminary statement for the record at this time. This is
something that deserves the most careful deliberation and the week
or two ahead may not give me sufficient opportunity to do what I
think ought to be done in dealing with the questions that you put
before me.

Chairman PATMAN. Dr. Burns, I will reserve for the members of
this committee the right to submit written questions with the under-
standing that you will answer the questions when you look over your
transcript. It would be appreciated very much if you will.

Now, we have a meeting of the House at 11 o'clock this morning,
and I may have to leave at any time, but I do want to ask you some
questions about interest rates.

You have been insisting on the market rate prevailing on all in-
terest rates on housing. Ani I correct in that? The market. rate, the
rates fixed in the market.

Mr. BURNS. I have great faith in the market and little faith in
legislating interest rates, yes.

Chairman PAT-MAN. Do you not think, though, that we are so des-
perate in our needs for housing right now, for residential construc-
tion, that we could well afford to consider a rate just for housing?
It could be made possible by the methods that you mentioned in vour
statement, and I was really encouraged by what you said. It looks
like you are going in the direction of another RFC, which would
please me very much. I know we would probably call it something
else which would be all right, but the RFC when it started out, it
was for the banks, railroads, and insurance companies only. No one
else even could make an application. That was in 1932 when it passed
under Mr. Hoover. He proposed it and it was a very fine thing that
he proposed. But it did not go far enough and it was not long until
the RFC was changed to apply to anyone who had a worthy project
which was in the public interest. Of course., the rules were that the
RFC would not make certain loans, it would not make loans involv-
ing communication, printing, or intoxicating liquors for example.

But others, small businessmen and people like that, could get con-
sideration. First, they would have to go to their local bankers anid
offer the opportunity to the local bank and try to get the local bank
to grant the loan at reasonable rates. If the banks would not do it,
they could take statements from the banks and go to the nearest RFC
office and get consideration for a loan.

That happened in 1932. It helped a lot of people, and it really
kept our country from being in a lot worse shape than it was. It
helped the big railroads, it helped the big banks, it helped the big
insurance companies, which was all right. Nobody objects to that.
They are in the public interest, too. But there are other people that
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are just as deserving and until we did this, we had sheriffs' sales
going oln all over the country. We had many bankruptcies.

Now, I think it could serve the same purpose now.
The RFC was in operation 29 years and. of course, when it was

repealed, we only had one source of big credit to go to. That was the
big banks. Wllhen you gro to a big bank, and this is where you usually
go for big loans, you will see aroiiiid these directors' tables interlock-
ing ldirectorates with almost everv big industry in the United States.
If your application steps on the toes of some of those directors. you
do not have a very good chance. So. the only source of credit since
the repeal of RFC, big source of credit, is through the bigv banks and
now when they not only charge the highest rate of interest but they
add some points to it, as they did for the Penn Centr-al, then they
require compensating balances and in some cases they even deniand
a pait of the action.

Some person or company may have worked for months or years
getting up a project involving millions of dollars. When the proposal
is looked over the banks will say, well, we will charge the prime rate,
then we have to add a couple of points for different reasons, then
we have to Irave compensating balances, and we notice here where
you will get a substantial sum out of this for the next 20 years which
is all right, you are entitled to it, but since we are furnishing the
money, we want a part of that action.

At first they would say just so much a year for the 20 years, but
then they began to change that, and now, some of them are demand-
ing everything for the first 10 years or, changing it around, let them
have everything for the first 10 years, the bank taking everything
after that. In other words, a piece of the action. And, of course, in-
terest rates are not considered. A corporation is not restricted by
interest and I think that is the reason we cannot get housing lenders,
because lenders can make so much more money making loans to
others. It is hardly fair the way I see it, to require people who so
desperately need a decent home, to have to go into competition with
the big corporations, the big banks, and speculators, the gambling
casinoes, the high rate loan sharks.

In the last few years people have not been able to get money for
housing. For that reason, I think that we would be justified in set-
ting a separate rate for housing.

We could do this in one of three ways. We can either do it through
the Federal Reserve, require that they must provide a certain per-
centage for housing, as they do in Mexico. In Mexico, they require
commercial banks using the Governiment's credit to make at least 30
percent of their loans for low-income housing, and it has helped
tremendously. Since we have not been able to get a source of funds
for housing, and we must have a source of funds, we could use the
Federal Reserve that way. Not, of course, in a way that would create
ruinous inflation or anything like that, but discretely and prudently.

Another way is to use pension funds. This, of course, would help
the beneficiaries of the pension funds. It would be absolute safety
for the pension funds. They would have no more of this making
loans to people who are not creditworthy. The Government would
guarantee it and give them the going rate of interest, and they could
not lose on it, not at all.
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Personally, I cannot see any reason why that should not be used,
but, of course, there was objection to it and it was voted down in
our committee and by not a heavy vote but by a substantial vote, and
we could not get anything like that done.

So, do you not think under those circumstances we would be justi-
fied in setting up some special interest rate, say 5 percent, especially
in view of the fact that under today's market, Dr. Burns, interest
rates fixed in the marketplace, a person who wants to buy a $20,000
home has interest rates and terms, say 30 years, that homeowner
would have to pay not only $20,000 for the home, obligate himself
to pay that, but he must obligate himself to pay $38,000 interest on
that home over the next 30 years, making the home cost him $58,000.

Now, that is pretty hard for people to take. Under the present
monetary policies and interest rates, it is necessary to do that in
order to get a home. So, therefore, home construction is deferred and
families needing homes are crippled in their efforts to get a decent
home for themselves and their families.

Do you not think that that requires special consideration Dr.
Burns, for the purpose of getting poor people, middle income people,
and others an opportunity to buy and own a home?

Mr. BURNS. Mr. Chairman, let me say first of all, that while the
housing industry is a depressed industry, something that you deplore
and I deplore, it is still important that we not exaggerate the degree
of depression in that industry. I, as an economist, would never have
predicted that we would have housing starts at an annual rate of
1,350,000, as we do at the present time, with interest rates at present
levels.

Next, I think we have to take into account mobile homes and the
production of mobile homes is-

Chairman PATMAN. Dr. Burns, may I respectfully suggest that
mobile homes should not be considered decent housing. Up to a point
they could be, but I do not think they ought to be considered, but if
you say consider them, of course, you say so.

Mr. BURNS. Well, you know, we talked about this in an earlier
meeting of this committee and at that time I agreed with you. Then
Congressman Widnall, I believe it was, called my attention to the
changing quality of mobile homes and I looked into that a bit. While
I must in all honesty confess that I would not want to live in a
mobile home myself, rather decent housing can now be attained
through mobile homes for people of modest means. Great improve-
ments in that area have occurred.

In any event, about 400,000 mobile homes are being produced at
the present time annually and I think we ought to add that to the
volume of housing.

Now, next, the Congress has just passed a piece
Chairman PATMAN. The interest rate is terrific on that. It is about

15 to 20 percent.
Mr. BURNS. It is. Interest is uncomfortable. Other costs are uncom-

fortable. Taxes are uncomfortable. Nearly everything I think of is
much too high. In fact, Congressman Patman, you know, I do not
know why you stop in your arithmetic with $58,000. I can give you a
higher figure than that.
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Chairman PATMAN. Well, put it in the record.
Air. BUIRNS. A home costs $20,000. Interest over a certain period of

years will be $38,000. Taxes over those years will be-God knows how
much. Repairs will be-God knows how much. You can run up a
total probably to $100,000.

However, before -we get too depressed about that, let us consider
the fact that the head of the household being healthy, being a wage-
earner, or a salaried worker, he will be earning income. If we add
up the income that he will earn over the next 20 or 30 years and com-
pare it with that cumulative cost figure, wvell, perhaps he is not so
poorly off after all.

Now, I do not want to debate this issue and I certainly-
Chairman PATMANN. No. It will be satisfactory to me, Dr. Burns,

if you will answer it in the record. The House is in session and it is
necessary that I be over there soon.

Mr. BuIRNs. I shall do that and I shall deal with your specific sug-
gestions concerning pension funds and also the Federal Reserve.

Chairman PATMNi~kN. If you will, please, I will appreciate it very
much.

(The following information was subsequently supplied for the
record by Mr. Burns:)

We at the Federal Reserve fully recognize the importance of making progress
towards the goals for new and rehabilitated housing set forth by the Congress.
We deplore the disproportionate burden that housing has had to bear because of
the impact of tight money, necessary as that policy has been for the health of
the economy generally. And we are encouraged by the relatively better mainten-
ance of housing starts during 1969-70 than during the previous period of tight
money in 1966. This improved performance is due in no small part to the vigor-
ous Government programs to support housing activity that have been approved
and supported by the Congress through such agencies as FHA, GNMIA, FNMIA
and the Home Loan Bank System.

Further substantial support for housing has just been provided through pass-
age of the Emergency Home Finanee Act of 1970. Titles I and V, respectively,
call for (a) a one-time appropriation of $250 million to the Federal Home Loan
Banks to subsidize selected advances by the savings and loan associations and
(b) an annual appropriation to HUD of $105 million per fiscal year (to an
amount of $315 million by the third and final year) to be used by the
Federal National Mortgage Association and the proposed Federal Home Loan
Mortgage Corporation for the subsidization of new residential home loans at
below market interest rates for eligible middle-income families. In addition,
Title IV authorizes $750 million more for disbursements by the Government
National Mortgage Association under its special assistance programs. Also,
Titles II and III would permit secondary market operations in conventional
mortgages for the first time by FNMA and the new FHLMC.

The thrust of this new legislation is promising. In particular, the possibility
of standardization and other improvements in conventional mortgages which
might result from attempts to implement secondary market trading in such
loans could be of fundamental significance over the long run.

As for a program of enforced investment in mortgages. by pension funds,
commercial banks, or any other types of investors. I believe that this would be
most unwise. Lenders have to be free to channel their funds into the most
profitable and productive uses, if we are to maximize the efficiencies of our free
enterprise system. If institutions are forced to invest in particular assets, the
interest rates on such assets might well be lowered. But this would dissuade
other investors from participating in these protected markets. and it would in-
fringe oil the profitability-and hence the growth-of the captive group of
lenders. It would be far preferable to stimulate the interest of pension funds
and other institutional investors in mortgages by permitting interest rates on
such instrunments-whether subsidized or not-to be competitive, and by pro-
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viding instruments-such as the GNMA mortgage-hacked bonds-that are inore
suited to the needs of these investors.

Chairman PATMAN. I will ask Senator Proxmire to chair the
committee.

Senator PROXINIRE (presiding). I would like to resume, Dr. Burns,
the line of questioning I wvas pursuing before. It seems to me that.
restraint was called for in 1967, 196S, and 1969, when unemployment
was very low and resources were tight and inflation wvas clearly the
principal threat. We have now 1,200,000 more people out of work
than wve had 1 year ago. Many eminent economists, including, I
understand, some Governors of the Federal Reserve Board, predict
a 6-percent unemployment rate.

You do not agree with that, obviously, you made it clear this
mornin .,

Mr. BURNS. I am not aware of the Governors of the Federal Re-
serve Board making such a prediction.

Senator PRONMIRE. I refer to that very respectable and accurate
publication, the Wall Street Journal without identifying the au-
thority who said that some Federal Reserve Board authorities had
predicted 6 percent unemployment.

Mr. BURNS. I have so many good friends on the 'Wall 'Street
Journal that I must not say anything that might sound like criticism.
However, to say the least-no, I have got to correct myself-

[Laughter.]
Senator PROXMrIRE. Well, wve have a long record-
Mr. BURNs. That is
Senator PROX3IIRE (continuing). In the hearings here of eminent

economists not members of Federal Reserve Board then who have
predicted unemployment at 6 percent or more.

-Mr. BURNS. That is all right, but I awant to complete the sentence.
That report about the Federal Reserve Board is inaccurate. The
source of it miay possibly be a study made by some members of the
staff of the Federal Reserve Bank of St. Louis. The board of direc-
tors of that bank does not stand back of that study and certainly the
Federal Reserve Board assumes no responsibility whatever. We have
freedom in the System, you know. We let our research people write
and think. That 6 percent figure should not be attached in any way
to the Federal Reserve Board.

Senator PROXMIRE. AllI right. 'We will forget the Federal Reserve
Board.

_Mr. BURNS. Not completely, no. [Laughter.]
Senator PROXMITRE. Let me simply assert that there have been a

number of eminent economists whom I am sure have your respect,
who have estimated that unemploymentt wvould go as high as 6 per-
cent. The Secretary of Defense has said that there will be a million
more men coming out of the Armed Services, of course, seeking worlk
in civilian employment over the next couple of years. 'We have, as
you say, a slowdown in capital goods which has been the great ac-
celerator in the economy for the past 5 years. Under these circum-
stances, it seems to me that the restraining fiscal policy -which you
described when I was questioning you before and the policy of in-
creasing the money supply by 41/2 percent is not a policy designed
to provide much growth in employment, especially in view of your
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description of the expected increase in productivity, and the fact
that people are working short hours now, two factors which will
certainly mean that there can be more production without increasing
employment.

So, I would like to then turn to the inflation part of our objectives,
to overcome inflation. You said, as I recall, in February that excess
demand was no longer the problem it had been before in terms of
inflation. The problem is primarily cost-push. You said in answer
to Congressman Reuss that with monetary policy, Federal Reserve
policy, it is very hard to cope with cost-push inflation. So, I do not
see any either fiscal or monetary policy which is going to cope with
holding down prices in a very effective way because I think the same
thing would be true of overall fiscal policy. That cannot help very
much on cost-push inflation.

In your statement you put considerable hope apparently, although
it is somewhat disguished, in the President's productivity proposal,
and his inflation alert. You say: "There is reason to hope that a
system to identify and call attention to inflationary wage and price
development will mobilize public opinion against behavior that is
prolonging the inflation."

Does thils mean that you anticipate what the President has pro-
posed, that he will identify the union that is making the excessive
demands. identify the company or the specific industry, steel, auto,
oil, that is making an excessive inflationary increase at a time when
it would be possible to restrain that increase or roll it back?

Mr. BURNS. I have no definite knowledge at all of what the Council
of Economic Advisers or this new commission plan to do. My guess
would be, and I inust emphasize that I am guessing, that the Council
of Economic Advisers would not identify individual unions or coin-
panies with any frequency. that the emphasis will rather be on in-
dustry developments in wages and in prices.

Senator PRoxiriRE. Now, over the next year or so how could that
really help?

Mr. BURNS. I think that if the country knew and if the country
was reminded that collective bargaining settlements in the construc-
tion industry, have been raising wages on the average in the neigh-
borhood of 15 percent a year and that many individual settlements
have been in a much higher range, I think that this would have a
significant influence on the demands made by construction unions
and on the wages that contractors would be willing to pay. I think
public opinion would be mobilized.

Senator PROXN3IRE. Mobilized after the fact, though. For example,
take the increase in wages for the teamsters, for the truckers. An
enormous increase. Presumably if this inflation alert, and so forth,
had been in effect we would have gotten an analysis of that after
the wage increase had gone into effect on the basis of the testimony
we have had so far. Is it your view that we would get it in advance
so that the President could exert some pressure and bring public
opinion to bear to discourage such a big wvage settlement?

Mr. BURNS. I cannot answer that. I do not know. But I would sav
that a criticism or simply pointing to what has happened will make
for more reasonable behavior in the future.
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Senator PROXMIRE. I agree wholeheartedly. This is why some of
us have been urging wage guideposts and urging that the President
jawbone. But he seems to have responded with an institutional con-
struction which some have described as being historical and after
the fact, and generalized, and not sufficiently hard hitting or specific
enough to do any kind of a real job.

Mr. BURNS. Senator, we have made some progress. I do not com-
plain when we make progress.

Senator PROXMIRE. All right. Progress is small and slow.
Now, let me get into the Lockheed matter. Why should the Federal

Government, and we are going to apparently vote on this in the
Congress, bail out Lockheed with a $200 million grant, gift, above
the contract, nothing we owe, and another $200 million and perhaps
more next year and then $100 million guarantee in order to assure
a bank loan of a $100 million to the Lockheed Corp.?

Mr. BIRNS. I have not studied the Lockheed problem at all and I
do not think I can help you on that.

Senator PROXMIRE. Do you think that this has any relationship
with the liquidity crisis? Would it be something that would forestall
any kind of a money panic or any kind of a problem of that sort,
in your view?

Mr. BURNS. I would look upon this as a problem in the realm of
the national defense. If it is to the interests of our national defense
to assist Lockheed, then I think this financial assistance would de-
serve serious consideration by the Congress. But I do not think I
would want to go beyond that.

Senator PROXMIRE. Then, are you saying that in your view, from
your knowledge of the situation, that there are no national economic
reasons why the Government should bail out Lockheed this way?

Mr. BURNS. I prefer not to express an opinion on a matter that I
have not studied, Senator.

Senator PROXMIRE. Thank you. You say in your statement that the
Federal Reserve Board might under some circumstances be a lender
of last resort and I welcome this enthusiastically. It seems to me that
you would be far better qualified than a new RFC for many reasons.
One, you would be relatively insulated from the kind of lobbying
pressure that a RFC or similar corporation would be.

Two, you are in the best position by far to determine whether or
not a particular situation threatens the liquidity, the monetary
soundness in the economy. I think that it is most promising that you
feel that if Congress decided that this was the way to handle these
situations like the Penn Central and some of these other dangerous
situations that might develop, I think that this would be an excellent
way to do it, especially with the restraint that you have indicated
here.

This would not be a bail-out of an incompetent corporation. It
would not be simply to keep a firm in business. It would only be if
there were a serious threat to the monetary soundness and to the
liquidity situation. I think that is most encouraging.

I would like to ask also about your conclusions that production of
defense equipment has fallen almost a fifth during the past year.
Our figures seem to pretty clearly contradict that.
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For the first four months of 1970, compared to the corresponding
period last year, inventories were $29.2 billion. That is defense in-
ventories in 1969. And $29.4 billion in 1970. Manufacturers ship-
ments, first 5 months of 1970 compared to the corresponding period,
were up substantially, $20.2 billion in 1969, $21.4 billion in 1970.
Furthermore, the defense purchases of goods and services increased
in fiscal year 1970 by $150 million over 1969. So, while the adminis-
tration has been telling us that we are reducing our defense com-
mitments and our defense spending, the figures do not seem to cor-
roborate that.

Mr. BURNS. I believe that the figures that you have cited relate
to the dollar value.

Senator PROXMIRE. That is correct.
Mr. BURNS. At the stage of shipment.
Senator PRoxmIRE. That is correct.
Mr. BURNS. Whereas the figures that I cited relate to the physical

volume of activity at the stage of actual production.
The figures that I cited are based on the Federal Reserve Index

of Production of Defense Equipment and possibly that index is
faulty. I have not studied it in any detail, but that is the source of
the data that I cited. Beyond that let me say this. If-

Senator PROXMIRE. That does not mean there is a 20-percent in-
crease in defense prices, then, does it, because our figures; if you are
going to reconcile these, it would suggest that.

Mr. BURNS. You see, you have a long production period in defense
equipment, and much depends on whether you look at production at
the stage of shipment or at the stage when the work is actually done.
That can lead to a very large discrepancy between "production" and
"shipments" in the case of defense equipment or any kind of equip-
ment which involves a long period of production.

Let me make this further observation. There is a governmental
publication with which you are doubtless familiar. It is called "De-
fense Indicators."

Senator PROXMIRE. By the way, we got our figures out of that
Defense Indicators. As a matter of fact, this committee is responsible
for that. We asked for this statistical series from the Defense De-
partment a year or two ago.

Mr. BURNS. I know you did. That is a supplement to what used
to be called "Business Cycle Development." I think it is called "Busi-
ness Conditions Digest," now.

Well, there are other figures in that publication which, as I re-
viewed it, suggested to me that the cutback in defense activity is not
a great deal less than we had in the year following the end of the
Korean War. Now, a good many charts

Senator PROX3I1RE. I wish you would point those out to us and
document that for the record, because as I say, our figures seem to
contradict that.

Mr. BURNS. I shall do that, yes.
(The following information was subsequently supplied for the

record by Mr. Burns:)
A wide range of data confirm the substantial reduction that has occurred over

the past year in defense activity. A comparison of data for the first five months
of 1970 with the same months in 1969 indicates substantial declines in the value
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of military prime contracts, output of defense equipment, employment in defense
industries, and the size of the Armed Forces, as shown in Table 1.

The rise over the same period in shipments and inventories in defense indus-
tries is attributable partly to increased deliveries and inventories of commercial
aircraft. The series for defense products (a better measure of defense-related
activity) shows declines in defense orders and inventories, while the value of
shipments is virtually unchanged. The "value of defense output" (an approxi-
mation of the value of work done, calculated by adding inventory change to
shipments) is also down. These value series, of course, reflect price changes as
well as changes in real activity. With prices rising over the past year, the
declines in real magnitudes are larger than those shown by the dollar figures.

Even when deflated for price changes, however, shipments are not always a
reliable measure of current production, since they reflect past as well as current
activity. A better portrayal of changes in current activity is contained in statis-
tics relating to employment and production. The data contained in Tables 2, 3,
and 4 indicate that substantial declines have occurred over the past year in the
size of the Armed Forces, in civilian employment in the Department of Defense.
in employment in defense-related manufacturing industries, and in the output
of defense equipment.

There are several series in Defense Indicators which support the view that.
in some respects, the recent cutback in defense activity has not been a great
deal less than in the period immediately following the Korean War. The data
in Table 5 show changes in several defense indicators for the five quarters
from December 196S (a Vietnam conflict peak for most of the series shown)
through March of this year. and for the period of comparable length following
the June 1953 peak of the Korean conflict. With the exception of the data on
output of defense equipment, all of the figures shown in Table 5 are based on
series published in Defense Indicators.

The recent decline in the backlog of unfilled orders at defense industries has
been somewhat less in dollar value than after Korea. but somewhat more in
terms of the number of months' shipment it represents. The declines in both
military and civilian manpower employed by the Denartment of Defense are
nearly as larre as after Korea, and the reductions in defense equipment output
are comparable.

TABLE 1.-Indicators of defense activity

[Percent change, January-May 1970 from January-May 1969]

Military prime contracts, value- - - -13
Output of defense equipment - - -- - -12
Employment, defense industries . - 10
Size of Armed Forces _---- -.
Value of shipments:

Defense industries _- --- - -- +6
Defense products _-- + 1

Value of inventories, end of period:
Defense industries .-- - -± +6
Defense products. ---. -4

Value of new orders:
Defense industries. - -- ---------------------------------- -3
Defense products _-- -- - - -16

Value of unfilled orders, end of period:
Defense industries _---------- - - -14
Defense products ----------- - -14

Value of output:
Defense industries - --_------- ---- + 1
Defense products _-------- -- -6
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TABLE 2.-EMPLOYMENT IN DEFENSE-RELATED MANUFACTURING INDUSTRIES

[Seasonally adjusted, in thousands]

Manufacturing

Defense
Total related '

1969:
May -- 20, 195 2, 290
June -- 20, 248 2,274
July -- 20,247 2, 287
August ------ - 20,246 2, 263
September -- 20, 252 2, 242
October -- 20, 233 2, 237
November -- 20, 082 2, 199
December -- 20, 083 2, 176

1970:
January -- 20, 018 2,151
February -- 19,937 2,127
March -- 19,944 2,110
April -- 19,795 2, 066
May -- 19,580 1,998
June -- 19,460 1,964

t Ordnance, aircraft and parts, ship and boat building, communicatians equipment and electronic coinponents are
classified as defense-related manufacturing industries. These industries all have considerable production of nondefense
goods, but their production and employment levels appear to be particularly responsive to defense spending.

TABLE 3.-ARMED FORCES AND EMPLOYMENT IN DEFENSE DEPARTMENT

lin thousands, not seasonally adjusted]

Military Civilian

1969:
January- 3,477 1,131
February 3,475 1, 130
March ----- 3,504 1,129
April -- 3,516 1,128
May -- 3,522 1,125
June -- 3,524 1,162
July --- 3,521 1,168
August -- 3,530 1,143
September -- 3,543 1, 112
October -- 3,528 1, 103
November ---------------------------------------------- 3,493 1,091
December -- 3,440 1,084

1970:
January -: -3,386 1,076
February--- 3,341 1,069
March -- 3,318 1,057
April -- 3,271 1,053
May- 3,228 1,048
June -- 3,179 (I)

Change:
May to May - -- 294 -77
June to June-- -345 (0)

I Not available.
Note-These data are from the Bureau of Labor Statistics and differ somewhat in coverage and timing from comparable

data published in Defense Indicators,
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TABLE 4.-INDEX OF OUTPUT OF DEFENSE EQUIPMENT

[Seasonally adjusted, 1957-59=1001

1968 1969 1970

January- - 174.6 156.5 152.2
February -177.4 163.9 149. 8
March -176.5 170.6 146.4
April -174.2 169.1 141. 0
May -176.1 170. 8 138.1
June -179.3 167.9 137. 0
July- 179.7 169.9 -9 -
August -100------------------------- 180.4 167.6 ---
September- 177.8 165. 5
October - ----------------------------------------------------- 169.5 161.3
November -169.1 155.3 - --
December ------------------------------------------- 168.3 156.0 ----

- Note.-This index is based on employment and manhours data (adjusted for estimated productivity changes) for
producers of military aircraft, Government arsenals and shipyards, ordnance plants, and plants working under contract
with the Atomic Energy Commission.

TABLE 5.-PERCENTCHANGES IN DEFENSE INDICATORS

September 1954 March 1970 from
from June 1953 December 1968

Defense industries:
sW Value of unfilled orders -- 21 -11

Ratio, unfilled orders to shipments -- 11 -20
Defense Department manpower:

Military -8 -7
Civilian -11 -9

Output of defense equipment -- 14 -13

l From July 1969 peak.

Senator PROX3IRE. And, of course, we are also told that even
though wve all hope and expect and pray that the Vietnam War will
be ended in the next year or so, we are told that this may be the
lowest figure the administration will recommend for a defense budget
because there are other responsibilities and demands.

Mr. BuRus. Well, as I recall, the defense budget for fiscal 1971
is about $7 billion below that for fiscal 1969.

Senator PROXMrIRE. That is right, and Congress cut the Nixon
budget bv $51/2 billion, the defense budget we are getting.

Mr. BIURNs. I think everybody deserves some credit.
Senator PROXMIRE. Let me ask you, Dr. Burns, do you agree with

the President's criticism of Congress for spending too much? Do you
really believe that this is a Congress of big spenders?

Mr. BURNS. I have great admiration for the Congress. I have great
admiration for the President. What I agree with is that the policy,
which vou and I have advocated over the years, of great restraint
on the growth of Federal expenditures should be adopted by both
the administration and the Congress.

Senator PROXMrIRE. That was not my question. My question is, do
you believe this Congress is spending too much? Do you believe it
is spending more than the President has requested? I might point
out that historically the Congress has cut every single Presidential
budget for 25 years, including the Nixon budget.

Mr. BURNs. I think that there is a danger that this Congress,
before it goes home, may spend too much and there I am going to
stop or I will be in trouble.
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Senator PROXhrIRE. Well, I am glad you do not agree with the
President. [Laughter.]

Mr. BURNS. I never disagree with the President publicly.
Senator PROXMIRE. I did not say you disagree. You just do not

agree.
Mr. BURNS. I never disagree with the President-publicly.

[Laughter.]
Senator PROXMIRE. Well, I am glad-you say I never disagree

with the President publicly.
Mr. BURNS. That is what I said and I do not object to your

emphasis.
Senator PROXMIRE. Congressman Widnall?
Representative WIDNALL. Thank you, Mr. Chairman.
Dr. Burns, I would like to come back for just 1 minute to the

question of mobile homes, because it has been referred to by Mr.
Patman.

At the time that we had our colloquy some months ago. I think
the emphasis was on the fact that this was the only place where
we are getting low-income housing, low-cost housing, from $10,000
to $12,000, and I made the remark at that time I had seen a lot of
mobile housing which was trucked to the spot, in two pieces, put
together, and you have a far better home than you have got many
places in the United States, and an excellent value as well.

I also at that time said I had seen many that I would rather live
in than homes in Georgetown that are over-priced at $60,000,
$70,000, with no ceilings, impossible to get through doors, no outside
spaces, and actually a false value simply because of the nature of the
preservation out there. No public housing authority would accept as
adequate housing, decent housing, some of the houses in Georgetown
because of the space requirements out there.

Now, this is my quarrel, and a lot of the mobile housing is much
better inside, you get air conditioning and everything else with it.

Mr. BURNS. Your remarks last time were very helpful to me. I
learned something about mobile homes as a result of your observa-
tions.

I would make one further comment and that is that what is hap-
pening in the mobile housing industry may lead to great technolog-
ical improvements in building homes-that is, resorting more and
more to factory construction, and relying less and less on work on
the site.

The late Walter Reuther placed great emphasis on that. In fact,.
he carried out a successful experiment along with some of the auto-
mobile people out in Detroit by using factory methods. I believe the
enterprise that Walter Reuther set up with the automobile people
was able to produce a three-bedroom home costing something like
$13,000-an incredible achievement I thought.

I hope I have described this effort correctly. In any event, the
mobile housing industry may give inspiration to homebuilders over
the country and this should be kept in mind. I think that unless we
really resort to mass production techniques in the housing industry,
it will be very difficult to fulfill the goals that the Congress seeks
and that Mr. Patman so ably emphasized before he left.
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Representative WIDNALL. Dr. Burns, getting back to your testi-
moly, you describe our encouraging balance of trade, but note that
capital movements have been adverse and our overall balance-of-
payments is still registering very large deficits.

What do these developments imply for our policy choices in the
months ahead?

Mr. BtuN-s. I am glad you asked that question and if I am wrong,
I hope that you or Senator Proxmire will correct me. I have the
impression that witnesses before this committee have given very
little attention to the balance-of-payinents.

Of course, we at the Federal Reserve Board must. This is our
responsibility, to protect the dollar, its value at home and its external
value. In making policy judgment, we must give some consideration
to the balance-of-payments. A policy that might be suitable from the
viewpoint of domestic needs might have to be modified in view of
international considerations. And I can tell you that if we resorted
to a highly expansionist monetary and fiscal policy now, that the
consequences for the dollar would be disastrous internationally.

Representative WIDINALL. Do you believe that liberalizing the ex-
change rate adjustment process by means of the crawling peg, wider
band, et cetera, could help stem our capital outflow?

Mr. BUR:NS. I think that this is a highly sensitive subject still in
stages of exploration and the administration has not taken any posi-
tion on that. The Federal Reserve Board has not taken any position
on that; I think this subject should be very carefully studied before
any of us does take a definite position.

Representative WIDNALL. Well, should we worry about these out-
flows as long as other countries are willing to accept dollars?

Mr. BuRNs. We must worry that they may change their mind.
Representative WIDNALL. Do you believe that as interest rates

subside we shall see even further outflows?
Mr. BURNS. Well, I think that there is a very good possibility that

this difficulty will not arise.
Representative WIDNALL. It will adjust itself.
Mr. BURNS. I think there is a good chance things will work out

in that fashion.
Representative WIDNALL. Secretary Kennedy remarked before us

this week that the interest rate structure vis-a-vis the United States
and Europe was in structural balance and that the United States
does not need to maintain domestic interest rates as high as the Euro-
pean rates in order to maintain payments equilibrium. Why is this so?

Mr. BURNS. Well, I think Secretary Kennedy could answer that
better than I can. This is his generalization, not mine.

Representative WIDNALL. Well, thinking back on what he had said
it was not clear in my mind exactly why he said it. I should have
asked the question at that time, I am sure.

That is all at this time.Thank you.
Senator PROXAMRE. I just might say before we conclude; as I under-

stand it, there were seven witnesses who appeared before the commit-
tee who did discuss to some extent the balance-of-payments problem.

Mr. BURNS. Oh, I see.
Senator PROXMIRE. We had Mr. McCracken, Mr. Kennedy, Dr.

Wallich, Dr. Saulnier, Mr. McLaren, and Congressman Boggs, and
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Senator Javits as witnesses. Congressmnan Boggs and Senator Javits
appeared as witnesses before the committee last Friday. And I might
add the distinguished chairman of the Federal Reserve Board, Dr.
Burns, today.

Mr. BURNS. Yes. May I add that what 1 meant to convey was-
my language must have been imprecise-not that this subject has
not been dIscussed but that in giving advice on monetary policy,
little account was taken of the balance-of-payments. This is my im-
pression. I have gone through some of the testimony. There would
be a section. sometimes a long section, on the balance-of payments,
but when the man testifying came to discuss monetary policy, he
related monetary policy exclusively or almost exclusively to the
domestic situation.

Senator PROXNIIRE. Well, leaving out of account also, of course,
the witnesses like Cyrus Eaton, -who emphasized the Vietnam War
and pointed out that this is one of the most aggravating segments
of the balance-of-payments. To the extent that we can reduce our
military activities overseas, that this will help greatly.

Dr. Burns. once again you hit nothing but home runs. You did a
fine job. Even though we may disagree sometimes, thank you very
much.

The committee will be in recess until 10 o'clock tomorrow morning,
when Leon Keyserlingf will be our next witness.

Mr. BURNS. Thank you very much.
(Whereupon, at 12:90 p.m., the hearing was recessed, to reconvene,

at 10 a.m., Friday, July 24, 1970.)
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a.m., in room S-407, the Capitol Building, Hon. Wright Patman
(chairman of the committee) presiding.

Present: Representatives Patman, Reuss, Widnall, and Conable.
Also present: John R. Stark, executive director; James W. Knowles,

director of research; Loughlin F. McHugh, senior economist; Rich-
ard F. Kaufman, economist; and George D. Krumbhaar, and Doug-
las C. Frechtling, economists for the minority.
- Representative REuSS (presiding). Good morning. The Joint Eco-

nomic Committee will be in order.
I -will preside briefly, pending the arrival of Chairman Patman.

It was to have been a great pleasure for Mr. Patman to welcome
Dr. Keyserling, but it is equally one for me. He has been a friend
of this committee over many years and has helped us very much
wlith his testimony on many occasions. He is a former chairman of
the Council of Economic Advisers, an economic consultant and an
attorney.

Dr. Keyserling, you have had a great deal of knowledge about the
Penn Central situation which has troubled all of us in recent weeks
and perhaps in the course of your remarks and in the questioning
you can give us the benefit of your information and views on this
subject.

Would you step forward, Dr. Keyserling.
For the minority, Representative Conable has a statement. You

may proceed.
Representative CONABLE. Thank you, Mr. Chairman. I have been

asked to represent the minority in presenting this opening statement
at this session of the Joint Economic Committee. All members of the
minority join in this statement.

Mr. Chairman, recently there has been a movement among some
in Congress to recapture certain "legislative prerogative," particu-
larly in the field of foreign policy. There has been much public
debate on this issue. But there is one area of interest to this com-
mittee where those in control of the Congress have abandoned the
prerogative of the legislative branch in recent years and appear to
be repeating this performance again this year. That is the preroga-
tive of defining spending limits for each of the functions of the

(615)
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Federal Government. This has taken the form of excessive appropri-
ations, while leaving it to the executive branch to determine spending
limits among the various functions of Government in order to meet
its budgetary policy. Worse yet, efforts are sometimes made to force
the executive to spend excessive amounts, making it impossible to
achieve its budget objectives.

Each year, the executive constructs a budget, with an eye to the
overall prospects for and economic effects of revenue. expenditure
and lending totals, and Congress breaks down this spending into 13
appropriations bills. Then the Congress proceeds to act upon each
measure in isolation, without adequate regard for the effects each
given appropriation will have on the budget as a whole. All too fre-
quentlv, Congress has been preoccupied with the growth of indi-
vidual trees, wvlhile ignoring the implications of a rapidly expanding
forest. And the executive branch has been forced into the unfortu-
nate position of a woodsman who must thin this forest by pruning
someone's favorite trees.

Administrations have approached the task of changing the nature
of the budget "forest" in different wavs. The Johnson administration
attempted to reorder priorities by recommending that both defense
and nondefense programs expand simultaneously, the famous philos-
ophv of '"both guns and butter" which wreaked a havoc on the Na-
tion's economv that has continued into the present. The inflation
engendered by the unusually large deficits of the Johnson years went
a long way to eroding the very benefits to the economically disad-
vanltaged which were being sought by Federal spending on social
programs. The deficit financing of these programs has turned into
a boomerang.

The Nixon administration has taken a different, and in the long
run, more effective approach to reordering priorities. The current
administration has shifted resources among competing demands
within the framework of a budget aimed toward balance at high
employment. To our mind, this approach to reorienting the benefits
of Government spending will produce much more lasting and bene-
ficial effects. But it is essential that the Congress match this deter-
mination to produce a budget in harmony with the needs of the
economy, while redirecting Federal objectives.

Congress occupies the controlling position in the budget process,
yet does not use its powers in a coherent, relevant fashion. Rational-
iZili" the conaressional budget process does mean reducing a few
appropriations while allowing others to balloon out of control. Nor
does budget rationality imply that revenues can be cut substantially
without due consideration for the need for appropriations. Ration-
ality in the way the Congress handles the budget each year involves
seeing the total budget in its relation to the total needs of the econ-
omy, refusing to vote higher appropriations or lower revenues than
requested vithout enacting offsetting budget changes, and specifi-
cally, controlling Federal spending.

Those in control of the Congress shirk their responsibilities when
they demand that the whole budget be somehow different from the
sum of its parts. We call upon Congressional leaders to fulfill their
responsibilities in this area, and to become the major force in shap-
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ing a rational budget policy, both in terms of revenue and outlay
totals and component program priorities.

That concludes my statement, Mr. Chairman. Thank you.
Representative REUSS. A very good statement that all the ranks of

Tuscany could scarce forebear to cheer.
Representative CONABLE. I am pleased to welcome you to the ranks

of Tuscany.
Chairman PATMAN (presiding). Dr. Keyserling, we are delighted

to have you as a witness, sir. We have had you many times before
this committee. You always make a good witness. You are not only
knowledgeable, intelligent and have the information, but you present
it in a dramatic way that we can understand.

We appreciate your appearance here today. You may proceed in
your own way but if you will summarize your testimony, we will
place it all in the record. When you look over your transcript you
may insert anything you desire that you think will be necessary to
support your contentions.

STATEMENT OF LEON H. KEYSERLING, FORMER CHAIRMAN OF
THE COUNCIL OF ECONOMIC ADVISERS, CONSULTING ECONO-
MIST AND ATTORNEY, AND PRESIDENT, CONFERENCE ON
ECONOMIC PROGRESS

Air. KEYSERLING. Mr. Chairman and members of the committee, I
would like to benefit by the kind suggestion of the chairman that I
insert my prepared statement in the record and proceed orally, which
I can do brieflv.

I will do that by summarizing a few pictures that I have here
which my friend, Mr. Small, will put on the easel, and I think they
will be easily visible, but if not, you have the black and white copies
attached to the prepared statement and properly numbered.

Chairman PATMAN. And we will place them in the record.
Mr. KEYSERLING. I was very pleased to know that my good friend.

Congressman Reuss, is a reader of "Horatius At the Bridcge," which
I could recite here and it might perhaps be more interesting than my
testimony, but I will forgo that pleasure.

I have also heard the request that I somehow entangle my discus-
sion of the economic situation with the debacle of the Pennsylvania-
New York Central Railroad. I can do that best perhaps when you
have questions to address to me, but let me say at the beginning that
I studied this particular situation, I think on behalf of the public,
appearing before the ICC for 8 years in opposition to the merger,
appearing before the Supreme Court in opposition to the merger.
One interesting thing is that, when I started out, I had supporting
my viewpoint the Department of Justice with a 288-page brief, the
Port of New York Authority, the Commonwealth of Pennsylvania,
and the Railway Labor Executives Association and numerous others,
but for some strange reason between the time when I got through
with the Commission and the time when I went to the Supreme
Court, they had all departed.

I will not attempt to ascribe the reasons for the departure. It was
certainly not that the conditions of the roads had gotten worse. They
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were much better when it was before the Supreme Court than when
it was before the ICC.

Perhaps the simplest answer is that the defense of the public in-
terest is a hard job.

Now, there is a direct connection between the Penn Central debacle
and the condition of the economy in this sense: The current debacle
is due very substantially to bad management, which has now been
recognized even by the management itself, a management that did
not understand the railroad problem and believed its function was to
make money in any way it could instead of providing railroad serv-
ice, which in the inexorable law of time hurt them as well as the
public. I hope that the new trustees, with such appropriate interest
and guidance as congressional committees can give, will redirect
themselves to the problem that railroads exist to provide railroad
service and not primarily to build luxurious hotels at Boca Raton.

However, the basic reason for the Penn Central debacle has not
been this bad management, serious though it was. The basic reason
has been the condition of the economy, and what has happened to
Penn Central affords such a tremendous and vivid example of this
with respect to our greatest railroad and one of our greatest corpora-
tions that I hope it will not be lost sight of.

As a matter of fact, I pointed out to the ICC in 1961, when the
crisis button was being pushed by the two roads, namely, that they
would be in bankruptcy right away if they did not merge, I pointed
out that most of the decline in their income had been due to the.
very, very low rate of U.S. economic growth during 1953-60, which
naturally impacted more severely upon a carrier of this kind than
upon most other industries.

Then by 1966 or 1967, when I was before the Supreme Court, the
financial position of the two roads, despite the bad management, had
improved enormously. But in 1966, as I shall show, the deterioration
of the rate of U.S. economic growth began to set in severely again,
and this impacted again with double vengeance upon the merged
railroad and brought them to the pass where they are now.

It follows from this that whatever the new management may do,.
and whatever the trustees may do, and whatever the Congress may
do, and however much public money may be pumped into the Penn
Central, and I will delay any discussion of that unless someone later
wishes to ask me questions on it, no matter what is done on these
subjects, there can be no real revival of the Penn Central Railroad
without a restoration of the American economy to a full rate of
economic growth and full employment and production because the
railroad is in a situation where it depends upon this to live and to
thrive.

Now, coming over to the real body of my testimony which deals
with the current economic situation, we have here a great case ex-
ample of delayed response. The fact is that economists-including
the very distinguished economists who have appeared before this
committee, from inside and outside of the Government, and the
general public-and national economic policy, do not commence to
wake up until the crisis bell rings. They are like a doctor who starts
treating the patient when he is almost in extremis, and does not,
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begin to consider before then what has been happening to the men
and whether the medicine is wrong.

Nobody really got greatly concerned, almost nobody, about the
economic situation until the absolute recession started in the middle
of 1969, and even then the arid debate continued about whether the
recession was big or small or whether there really was one or how
long it would last or whether we are still in one now. But this is
not the big issue. The big issue is that, from 1966 forward, the U.S.
economy started a clear, consistent, and sharp departure from the
condition of economic health which is based upon a rate of real
economic growth high enough to absorb productivity and to absorb
the labor force.

Now, my first chart illustrates this, I hope, clearly. If we will look
at chart 1, in my prepared statement, we see that from 1960 to 1966,
as shown in the top bar at the right, the average annual real growth
rate of the economy was about 5 percent. The average from 1966 to
the second quarter of 1970 at an annual rate was only 21/2 percent
and it is very interesting to note that this 21/2 percent is practically
the same as the very low growth rate during 1953-60, which ulti-
mately galvanized national economic policy and the public attention.

I want to say here, for what is is worth, that one observation which
might arise clearly from what I say is that I am not attributing the
trouble mainly or exclusively to any particular Administration. My
general political position may be well known, but I have always
believed that, before this Committee and elsewhere since I have been
out of the government, it is my function to look at things as they
are and not to take political quick tricks. This trouble started in
1966. This is not to imply that it has not gotten worse recently, and
it is not to imply a relative comparison of the relative demerits in
the wrongful economic policies which have persisted all along.

Now, we see from the chart that the real economic growth rate
declined further and further as time went on, and that from 1968
to the second quarter of 1970 the average annual real economic
growth rate was only 1.3 percent, and then we got into an absolute
economic recession from second quarter 1969 forward, and it would
seem that during the second quarter of 1970 the economy was no
longer receding but was moving forward at the heroic Tuscany rate
of 0.6 percent.

Now, there is no use quibbling about whether 0.6 percent is the
beginning of a big rise or about whether the figure is exact, or even
about what the outlook is. We do know definitely that for 4 years
the great American economy, in the face of incomparable burdens
and responsibilities, has been in a serious state of stagnation and
recession. And we do know that this has occurred at a time when,
because of the real or alleged inability to afford what we need to do,
whether domestically or internationally, and I am not going to get
into the international quarrel here, although I have some views
about it, at the very time when these pressures upon us have been
so great, we find ourselves progressively unable to afford what we
most need to do.

Coming now to chart 2 in my prepared statement, which is rather
complex, and which I am going to treat rather briefly, the middle
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sector of that chart shows the trends in unemployment of manpower.
It is vitally important to realize that the official measurement of un-
employment-when we say unemployment was 3.5 percent, when
we say that unemployment has risen to 5 percent-is a very limited
measurement. There is, in addition to that, the full-time equivalent
of part-time unemployment. If 100,000 men are unemployed for a
month, that enters into the official unemployment count. If 200,00()
men are working 18 hours instead of 36, that is the same thing as
100,000 full-time unemployment, but it does not enter into the official
count at all.

There is also a third type of unemployment which is equally seri-
ous, and which is not noticed at all and that is, as I shall show later,
when the economy gets slack, when the economic growth rate falls,
when plants are operating far below full capacity, they do not fire a
comparable number of workers, and they should not. But when you
have a plant operating at SO percent of capacity, but retaining 90
percent of its workers, the so-called productivity growth rate drops
greatly, and, as I shall show, while the productivity growth rate was
growing at 3.8 percent a year during 1960-66 when the economy was
growing 5 percent a year, the productivity growth rate has dropped
practically to zero in the last year or two. So, wve appoint conilis-
sions to see how we can increase productivity, and we do not recog-
nize that productivity will increase when capacity comes into fuller
use, and when the economy begins growing again.

Now, when the productivity growth rate d(rops from almost 4 per-
cent to 1 percent, that is a form of unemployment, or under-utiliza-
tion, and it explains why overt unemployment did not commence to
rise from 1966 forward, but in the end murder will out. So that more
recently, from December 1969 to now, full-time unemployment, as
officially counted, has risen from 31/2 to .5 percent in May, and appar-
ently 41/2 percent in June.

When you add to that full-time unemployment the full-time equiva-
lent of the part-time unemployment, and the people who are not in
the labor force and are not counted as unemployed because they have
gotten discouraged, the true level of unemployment now, is over 6
percent. Even this does not count the under-utilization in the plant
or employed workers with a productivity growth rate of 1 percent
rather than 4. When you add that in, the true level of unused man-
ponver in the United States, which is the really vital thing, is now
in the nature of S to 10 percent.

Another way of measuring the seriousness of the situation is by the
production gap which has now become famous, although nobody
started doing anything 4 years ago when it began to appear. As the
last cross-section of this chart 2, in my prepared statement, shows,
according to my estimates, the production gap, which is depicted in
uniform dollars, the difference between actual production and the
maximum production which is the objective of the Employment Act
of 1966, the production gap rose from 7.4 percent in 1966, as is shown
by the bottom cross-section of the chart. to 10.9 percent in 1969. and
to 14.9 percent in the second quarter of 1970.

Other economists might have different, estimates as to the size of
the gap, because they would make a different estimate of how much



621

the economy ought to grow, but if you take a 4-percent growth rate
as ideal rather than the 5 that I take, you would get somewhat lower
figures but they would still be staggering as to the size of the pro-
duction gap.

What have we lost through this? This brings me over to chart 3,
in my prepared statement which shows that, from the beginning of
1966 through the second quarter of 1970, we have lost according to
my estimates about $400 billion of total national production, $400
billion lost by the worker, lost by the consumer, lost by the business-
man, lost in Federal, State and local revenues. These revenues and
here I use an extremely rough figure-to about a quarter of the GNP,
so that, at existing tax rates, regardless of whether the Government
should have been spending more or less, there has been a loss of about
$100 billion in public revenues due to the $400 billion lost in total
national production.

As I estimate it, the annual rate of this gaap between actual pro-
duction and full Droduction was in the neighborhood of $150 billion,
annual rate, during second quarter 1970. Some other estimate might
be somewhat less. This is arguable. It does not really make much
diff erence for the main point in hand.

When we come to unemployment, and this is less arguable because
there is not so great a judgmental factor involved, we can count it,
from 1966 to the second quarter of 1970, total unemployment Oppor-
tunity measured on a man-year basis -was about 5 million less than
maximum employment. In second quarter 1970, it is about 1.7 million
below maximum employment. And this does not count in the uncler-
utilization.

Now, the economists tell us that, wily-nilly, whichever forecast we
accept, and whatever ambit of policies they recommend, unemplov-
ment is certain or almost certain to rise for the balance of 1970. I
never like to discuss with members of the Congress who live in the
communities -what the effect of unemployment is, so I will pass that
over the economic effects, the social effects, the civil effects.

These developments certainly seem to me to call for drastic recon-
sideration and reconstruction of economic policy. When this has been
happening for 4 years something must be wrong. And it certainly
seems to me that during most of this 4 years, the preoccupation-
I will not say preoccupation, I will say almost exclusive obsession of
economic thought and policy-with the problem of restraining infla-
tion has thrown out the baby with the bath.

I am not going into all the reasons why the price level is merely a
means of making the economy work, anda why the loss of $400 billion
in production and 5 million man-years of opportunity -is a more
serious loss than any hypothetical difference in the price level which
might have resulted if we had adhered to a policy of maximum pro-
duction and employment. I do not need to go into that. not only be-
cause it is obvious but because it is beside the point. For as I shall
show conclusively, contrary to the prevailing dogma, but now sup-
ported by 17 years of empirical experience, a declining and stagnat-
ing and recessionary economy generates more inflation than an
economy operating near full employment and near full resource use.

This violates the old story of selling the 10 apples that we learned
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in the copybooks, and it violates most of what we hear, but this is the
way it has been happening, and here again recently everybody is
rubbing their eyes and saying: "how is it, how is it that, while our
real wealth production has been shrinking in its growth rate and
while unemployment has been rising, prices have been going up faster
and faster?"

The only explanation given is that there is a time lag and that if
we wait long enough, the policies, the tight money policies, the tight
fiscal policies, the rising interest rate policies, designed to "slow
down" the American economy which is the source of all our real
wealth, will "some day" stop the price inflation.

I think 17 years, or 4 years is long enough to dispose of the "time
lag" argument, and I will come back to that.

What has been the main problem? And here again, I would like
to say that I have been disturbed that most economists whom I honor,
and Government economists whom I also honor and sympathize with
from experience, have never really addressed themselves to the prob-
lem of saying what is really the trouble. What they usually say is
that the economy does not operate at full production and employment
because demand is not high enough. This is obvious. It is like saying
a glass of water is full when it is full, but it does not get to an
analysis of the structure of demand. It does not get to the question
of whether or not the economy is in balance.

Our real trouble all along has been that, in each of the boom
periods as shown by chart 4, in my prepared statement, the rate of
investment in plant and equipment which stimulates our productive
capacities has grown enormously faster than the ultimate demand
for the products which has two components, private consumer spend-
ing and public outlays. From the first three quarters of 1955 to the
first three quarters of 1957, as my chart shows, this investment grew
at an annual rate of 10.4 percent. Ultimate demands grew only 2.7
percent. You cannot keep that up forever, and I say this not because
I am against business investment but because I want it to thrive a
healthy environment. So, after that imbalance goes on for a while, it
becomes impossible to sustain the level of business investment, and
it is cut back very sharply, as is shown by the second box in the lower
part of the chart.

From third quarter 1957 to third quarter 1958, business investment
went down 20.5 percent. So. we had a recession. Then the recupera-
tive forces started again.

I am not going to bore you nor take your time with all the exam-
ples contained on my chart, but when there is opportunity to study
them, you will see that this has happened again and again and again.
And the most dangerous thing about the current situation is that,
although we have been in a recession now for almost a year, business
investment in plant and equipment is still running at a relatively
excessive rate. From first quarter 1969 to first quarter 1970, it was
increasing 3.7 percent while ultimate demand, taking into account
both consumer spending and Government spending, was increasing
only 0.8 percent. Thus, despite all the lessons, we were still continuing
to build investment more than four times as fast as the ultimate
demand for products.
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It follows that every one of the economic policies in which we
have recently indulged have conspired in this unfortunate result.
The policy of tight money and rising interest rates has absolutely
done so. It does not stop this kind of investment, because these
people do not finance with borrowings. They finance by raising prices
and by retained earnings. But it has stopped housing. It has reduced
real consumer purchasing power. It has meant that the average
homeowner pays out one year of his total income in rising interest
rates alone over the life or the mortgage, when he purchases a home
on time, which he always does, and so forth and so on.

The basic problem of economic restoration is to produce a shift
in the balance between this investment and consumption, and let
me say that when I was saying that before this committee and else-
where for so many years there may have been some lifting of eye-
brows, but now I read the leading business journals, and they do not
say any more that the inflation hias been a wage inflation or a con-
sumer buying inflation. They say the inflation has been in the indus-
trial sector, the excessive and overexuberant and against their own
interests in the long run rise in this plant and equipment investment
at the expense of the rest of the economy.

Tight budgetary policy does the same thing; it does not curb such
investment. Insofar as Government programs supplement consumer
incomes, and meet the great priorities of our Nation's need, you have
that same deficiency operating when such programs are too restric-
tive.

Charts 5 and 6, in my prepared statement, which I am going to
skip over, go into meticulous detail on the relative rates of growth
in these different parts of the economy. Chart 5 does it from 1961
to the first quarter of 1970, and chart 6 does it from 1960 to the first
quarter of 1970 for some of the key industries. I am going to skip
over these for the sake of brevity, but when they are studied, they
corroborate in detail what I have said generally and show generally
in the preceding charts.

Chart 7, in my prepared statement, merely takes one illustration,
and it is not a partisan illustration, of how economic policy has
conspired in this result, and I take as an example the tax cuts between
1962 and 1965, not to say I told you so, although I opposed these
cuts from the beginning. Those tax cuts were altogether too big, and
altogether misallocated. They allocated far too much increase in
income to those who needed it least and to investment as shown by
my chart 7, and far too little to the consumer.

The tax reform bill of 1969, so-called, did a great deal of the same
thing, as I showed in my testimony on that bill. And second, because
of this excessive reduction in taxes at a time when we had great
national needs and purposes, the Government was left in the posi-
tion where it had to run big deficits, which many of us do not like,
even to support, as every member of the Congress knows; a totally
inadequate level of certain vital types of domestic programs in the
public interest.

So, it is not a matter of arguing at this point whether or not one
should run a deficit. It is a matter of pointing out that the whole
composition of policy has been misdirected in terms of our need for
growth, and has been misdirected in terms of our social or human
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priorities which, after all, are really the basic purpose of any free
and decent people. That is why policy exists, to improve standards of
living and improve services on an equitable basis.

I now come to the final portion of this, I hope, not too long sum-
mary. I said earlier that, if we assumed hypothetically and contrary
to fact that this enormous shrinkage in our real wealth and our real
economic growth and this rise in unemployment had accomplished
some measurable price stabilization, it would not have been worth the
cost. But I do not need to argue that point. I do not need to argue it
because the fact of the matter is, and again without being prideful
I began pointing this out in 1953, we have now had 17 years of ex-
perience instead of a few years of experience. The prevalent dogma
is that as you come closer to full employment and full capacity use,
the inflation is greater because there is more pressure on the economy,
and as you deliberately use money policy and fiscal policy to create
idle plants and idle manpower, there is less inflation.

Well, let us look at the record, as Al Smith used to say, and the
record is here on chart 8, in my prepared statement, and I am going
to emphasize it a little bit because it is very vital to the whole policy
question today.

Here we see that during 1952-55 the average annual real economic
growth rate was 3.5 percent, and the growth rate in consumer prices
averaged 0.3 percent a vear. I am not going into the wholesale and
industrial prices here orally, but they tell about the same story.

Then during 1955-58, including the recession of 1957, the average
anmlual real economic growth rate shrank to 0.8 percent, but the con-
sumer price index annual average rose to 2.6 percent, and the indus-
trial and wholesale price annual increase about the same, at 2.5 per-
cent. Then from 1958 to 1966, the aevrage annual real economic
growth rate was lifted to 4.9 percent. The unemployment rate full-
time was reduced from 6.1 to 3.5, as I recall it. According to the
plrevalent economics, this should have increased price inflation. But
actually, the average annual increase in consumer prices was only 1.5
percent, in industrial prices, only 0.7 percent. And in wholesale prices
onlv 0.6 percent.

Then, as I have shown, the economy began moving downward
again as we adopted policies to stop an inflation which had not yet
appeared and lo and behold, from 1966 to second quarter 1970. the
real average annual economic growth rate was reduced to 2.5 percent.
the concealed unemployment begins to appear, and the average annual
increase in consumer prices jumped up to 4.6 percent. Then lo and
behold further, from the second quarter of 1969 to the second quarter
of 1970, when we were in an absolute economic recession. the average
annual increase in the consumer price was 6.1 percent, in wholesale
prices, 3.7 percent, and in industrial prices, 3.8 percent, the highest
in 25 or 30 vears or what have you.

Now, really, under these circumstances, to sav all of this is due to a
time lag has pa-sed from the irrational to the ridiculous.

Let me just mention a few reasons why this has happened, although
I do not care so much about the theoretical reasons as about the actual
observation. The reasons whv it has hanipen ed are clear. I think one
of the only economists who has made this clear to this committee is
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Gardiner Means, who for 40 years has been a great theoretical econo-
mist but also has had the virtue of looking at things as they were and
certainly never has had any axes to grind.

The reasons are simple. In the first place when the rate of economic
growth starts to shrink, and when unused capacity increases in the
administered price areas, which is a fancy term but merely means
where prices are fixed by overt decisions rather than by supply and
demand, the business managers, and I do not criticize them, try to
compensate for the unrewarding volume by increasing prices per unit
in the thought, right or wrong, that they can hold proits and obtain
funds for their relatively excessive investment booms although they
have low volume. I

Let us take the outstanding example, the automobile industry. The
automobile industry a year ago correctly forecast a 6-percent decline
in sales. They were about right. At the same time they raised their
prices a lot. Was their capacity under pressure? No. They had been
engaging in tremendous investment programs for years, and they
were running into more and more idle capacity. Were their profits so
low that they had to raise prices? Hardly in that industry, although
they had maybe begun to be lower than fabulous all-time peaks. They
raised their prices to maintain revenues despite a declining economy,
and even if they had been successful in doing so, it is not a healthy
situation.

As a second cause of inflation in a stagnant economy, skipping over
my chart 9, I turn to chart 10, in my prepared statement, on produc-
tivity growth rate.

In the long run, the productivity growth rate, which is the increase
in output per manhour in private industry in the U.S. economy, has
accelerated, which shows the fabulous asset that we have in the
American economy if we give it the incentive of full use. It acceler-
ated, as my chart shows. It was 0.5 percent from 1910 to 1920, it rose
from 3.8 percent as I said, from 1960 to 1966, and then it began to
decline because the economy was declining. So that, from 1960 to
1969 the average was only 3.2 percent, and from first quarter 1969 to
first quarter 1970, the productivity growth rate was only 0.1 percent.

*We are now appointing commissions to examine how to make
productivity higher. It is verv easy to know how to make productivity
higher. When unused plant is reduced, when employment is increased,
when demand for goods and services increases, the productivity
growth rate will rise again to the 3.8 percent averaged during 1960-68
and rise still more because the techlnlogy is advancing. You cannot
do it with imprecations. and you cannot do it with studies.

The inflationary impact of the low productivity growth rate is
very clear because if the productivity growth rate is only 0.1 percent
rather than 3.8, per unit labor costs increase greatly, so you get an
increasing gap between the trends in per unit labor costs and the
trends in hourly wages. This is called, of course, push inflation.

Some people would say. let us reduce the wage rate gains to the
level of the current productivity gains. In other words, let us budget
the whole ec6nomv further dowVnward. If you did that, you would
have still less consumer demand. You would have still more idle
capacity. You would have still more unemployment, and the produc-
tivity growth rate would sink to minus.
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On the other hand, if you stimulate the demand for products. the
productivity growth rate will go up, and the wage rate increases
related to productivity gains will be back where they were during
the 1960-66 period, where the wage rates did not exceed but rather
lagged somewhat behind the productivity gains. So, this is the second
reason why tight money and tight budgets and the other measures
designed to stop inflation by slowing down the economy increase
inflation. It is a second explanation of what actually happens.

The third explanation is that the excessive "fine-tuning," the Gov-
ernment changing its policy every few months to stop inflation or to
start the economy going, for example, changing the investment tax
credit, I think it was three or four times in 2 years. This was not
knowing what they were doing, and these drastic and perpetual
changes in public policies and business expectances are highly infla-
tionary.

This brings me to my chart 11 in my prepared statement. Just look
at that bottom sector, showing ups and downs of monetary policy
from year to year. Is this fine-tuning? No economy can thrive and
prosper under drastic changes in policies up and down and crosswise
at that speed. And these rapid changes in the monetary policy (in
addition to the fact that the monev supply growth in the long run
has been held much too low to float the economy in reasonable
health)-these sharp changes produced changes in business expect-
ancies and, strangely, changes in business expectancies which are
very sharp, both on the upturn and on the downturn, produce price
increases. When the economy starts moving downward, as my data
show, they begin to increase their prices to try to maintain their
profit position nonetheless. W1,Then the economy suddenly starts mov-
ing up too sharply, they say, let us get ahead of the game, because
all the other prices are going to rise more, and they are told by the
Government that the economic restoration is going to mean more
inflation.

The fourth reason for inflation in a stagnant economv is that the
tight money policy, by raising interest costs, is inflationary per se,
because money is a cost. The utilities all over the country are
necessarily increasing the price of fuel to the homeowner because
they finance 60 percent out of debt, and a 6 percent rate of return
which made sense when they were borrowing at 6 percent cannot be
maintained when they are borrowing at 9 to 10 percent.

In housing, the same thing. The interest rates jumped from 4 to 8
percent, and then they wonder why the rise in the cost of housing
is one of the biggest factors in the rising cost of ]ivingt.

Thus, the tight money and tight budget policies are inflationary,
first, because they promote the low economic growth rate and the
idle manpower and plants which are inflationary as I have shown;
and second, because these policies leads to serious shortages in some
services, including housing, including medical facilities and per-
sonnel, which is again, I believe, among the most rapid increase in
the cost of living. So. we have not made a trade-off between employ-
ment and inflation. We have not made a trade-off between the real
wealth of the economy and inflation. We have simply made a bad
bargain on all scores, and got the worst on all scores, and it has
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continued far too long to be an accident. So, we need a reversal and
a reconsideration of these erroneous policies.

In the first place, I think the President should send to the Con-
gress, and the Congress should process, a deliberate commitment to
restore the real wealth of the American economy by setting goals
for bringing us back to full employment and full production within
1 year. I do not believe the Federal Reserve Board should wait longer
to increase the money supply much faster. What are they waiting
for? What are they waiting for? Their policy has been tested for
a long time. Then, when we had these kind of goals, and when we
were not still fighting the wrong enemy, we could start to move
forward with other policies.

The money policy should be drastically changed. I do not agree
with Milton Friedman on many things, but I do agree with him
that the Federal Reserve Board should be required by legislation-
I do not know if he says required by legislation-should be required
to advance the money supply at a fairly stable rate, roughly com-
patible with a healthy rate of American economic growth, say 5
percent a year, instead of moving up and down like a roller coaster
and making the economy move like a rollercoaster and averaging
far too low in the long run.

Second, Federal Reserve should place more emphasis on a selective
monetary and credit policy. For just to shrink the entire money
supply means a very simple thing. It does not stop those who are
running too fast, but it kills those who are running too slow. Here we
have been enacting housing legislation, based on the idea that this is
one of our greatest problems, and we have produced through the
policy of tight money and rising interest rates designed to stop
inflation the most catastrophic decline in any industry suffered since
the great depression. It does not make any sense.

These are the basic needed changes. I believe also that the Con-
gress should, by legislation, lower the traditional statutory interest
rate ceilings with respect to some basic areas where the Congress
has already recognized the problem to be of sufficient significance to
have acted in these areas.

I remember way back, more than a decade ago, when the proposal
was made to raise the interest rates on savings bonds the argument
being that these people should not be left out of the procession
upward?

I said, in the first place, you are doing an average family no favor.
If it has $5,000 in savings and you raise its interest rate on those
savings by 1 percent-well, they do not have $5,000 in bonds, but
perhaps $1,000. So, they get $10 more a year in interest. But they
pay, as I have said, a year of their whole earnings over a period of
25 years in retiring the mortgage on their house because of the higher
interest. You can go on forever adjusting interest rates upward to
bring them into "balance," and they are never in balance, they are
just moving upwards. If we are going to adjust them to bring them
into balance, why not adjust them downward and bring them into
balance? I think this is a field for legislative action.

Well, I have about covered the main elements in my testimony,
and what I am saying in essence is that we are in a very difficult
situation where, in the face of an established and long verified and
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consistent series of economic developments, we are still in the process
of an economic policy which, in its fundamental assumptions; not
iust in its detailed applications, been proved to be erroneous and
not working.

On the matter of the Federal deficit, I do not like a Federal deficit.
I happened, by accident, to serve an American President who carried
us through a war much bigger than the Vietnam *War with a very
much smaller average Federal deficit in most years than any Presi-
dent since him has achieved, and in fact a Federal surplus on the
average, not to speak of Roosevelt's situation which includes the
Great Depression and World War II. And yet, through some curious
vagary we who served President Truman are now looked upon as
thle "radicals" or the "spenders" or what have you, committed to
Federal deficits. We did the best on balancing the budget for the
reasons that I have given, because we were not afraid to propose
and get tax increases when a big war started, instead of reducing
taxes even during that war, and we were not afraid of spending in
the national interest.

I think we should, in the immediate situation, and I recognize
some will disagree, start worrying about the national economy, and
then the Federal budget will take care of itself. We have a tax rate
structure now which will better balance the Federal Budget, when
and if the economy is operating near full employment. This indi-
cates that taxes should not be increased. I am appalled at the talk
of increasing taxes to stop inflation now, or to put a 6 percent tax
increase across the board, which, in addition to other defects, would
be mostly on the wrong people. But I do not think, either, that we
should reduce taxes to stimulate the economy, simply because we need
other things more. Taxes are the price we pay for civilization. You
cannot reduce them gradually to zero.

I think we should start spending more in the vital areas of the
greatest national needs. This will do two things. It will create a
deliberate deficit for the purpose of stimulating the economy, instead
of the unplanned and reckless deficit that we are going to get anyway
through neglecting the economy. I would rather have a $10 billion
deficit through a recovery program than a $10 or $8 billion deficit
resulting automatically from the continuation of the economic stag-
nation and recession.

I thank you for your attention.
Chairman PATMAN. Yes, sir. Thank you, Dr. Keyserling. It is very

interesting and we will read your statement with interest because
you always have good information and you explain it so well.

(The prepared statement of Mr. Keyserling follows:)

PREPARED STATEMENT OF LEON H. KEYSERLING

-Mr. Chairman and Members of the Committeee:
I appreciate this opportunity to be heard by this distinguished and influential

Committee, at a time when the cumulative and empirical evidence during many
years, and especially during the most recent years running through the second
quarter of 1970, make it conclusively clear that our national economic policies
require fundamental and drastic review and reconstruction.

These policies have not effectuated a trade-off between the objective of main-
taining maximum employment and production and the objective of reasonable
price stability. To the contrary. they have combined an enormous forfeiture of
production and employment opportunity with an intolerable amount of price
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inflation. They have rendered us progressively less able to afford to meet the
imperative priorities of our domestic needs, and thus have contributed to social
and civil division, misunderstanding, resentment, and disorder. They have
shifted the discussion of our national security problems in a dangerous world,
from a sober examination of what course of action offers the best prospects for
enduring peace, to a dangerous assumption that our international security poli-
cies shall be governed by what it is mistakenly alleged "we cannot afford."

One of the most disturbing aspects of the current situation is the extent to
which economists inside and outside of Government, and even a majority of the
distinguished economists before this Committee in the current year, have failed
to adjust themselves to the reality of the need for drastic reconstruction of
basic economic theory and practice. They do engage in relatively minor nuances
of emphasis, they do express some relatively minor differences of opinion, and
in some instances they do not permit the tinge of political coloration to affect
their positions. But in the main, they accept the broad outlines of the prevalent
position, refuse to take a fresh look at the facts as they are, and consequently
have little to offer that is new and pertinent, when much that is newv and perti-
nent is needed.

To be sure. there are a few who have had the perception and courage to
stand out against the prevalent view. Outstanding in this connection. among
those wvho have appeared before this Committee in the current hearing, is Dr.
Gardincr C. 'Means, who for four decades has combined the merits of a great
theoretical economist with the willingness to study the facts as they unfold, and
to modify his theory accordingly. I therefore urge that the testimony of Dr.
Aleans be given most careful attention by this Committee. I know that it wIill he.

The main points that I shall make here today are as follows:

I. TuE NEGLECT OF EcONOMIc GROWTH A-ND ITS CONSEQUENCES

The abysmally low rate of real national economic growth during 1953-1960,
averaging 2.4 percent annually, which galvanized the nation into some remedial
action, has reasserted itself with a vengeance since 1966. From 1966 to the second
quarter of 1970, the average annual rate of real economic growth wvas only 2.5
percent. From 196S to the second quarter of 1970, it was only 1.3 percent. From
second quarter 1969 to second quarter 1970, it was minus 0.2 percent, and from
first to second quarter 1970, the growth was only 0.6 percent. It was an ap;pall-
ing commentary, in view of these developments during a period of almost four
years. that most economists and the nation appear not to have been gravely and
widely concerned about the economic growth problem until an absolute recession
commenced around the middle of 1969. Government policy, meanwhile, has hardly
responded yet.'

During this very substantial period of time since 1966, the gap between actual
total natitonal production and the maximum production declared by the Em-
Wloyment Act of 1946 to be a primary objective of national economic policies
and programs has grown consistently. The gap. as I estimate it in constant
dollars. was 7.4 percent in 1966. 9.0 percent in 1967, 10.9 percent in 1969. and at
an annual rate of 14.9 percent in the second quarter of 1970.

For a variety of reasons, especially the underutilization of employed man-
power which has reflected itself in tremendously adverse trends in productivity
rather than in overt unemployment-I shall discuss the productivity issue in
detail later-the adverse trends since 1966 in actual output relative to maxi-
mum output were slow to reveal themselves in the official unemployment figures.
Nonetheless, the time came when murder would out. Full-time unemployment.
as officially recorded, rose from 3.5 percent of the civilian labor force in 1969
to 5.0 percent in May 1970. The true level of unemployment, taking into ac-
count both the full-time equivalent of part-time unemployment and the con-
cealed unemployment arising from nonparticipation in the civilian labor force
due to scarcity of job opportunity, rose from 4.7 percent in 1969 to 6.1 percent
in MIay 1970.2 Even the 6.1 percent figure does not reveal the underutilization
of employed manpower in plants, which reflects itself in the decline in the pro-
ductivity growth rate to almost zero during the period from the first quarter
of 1969 to the first quarter of 1970. Taking this additional factor into account.
although I have not been able to develop a precise index to measure it. the true

See my chart 1 at end of statement.
2 See my chart 2 at end of statement.
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level of total manpower underutilization, including both the unemployed and the
underemployed, may now be close to 10 percent, and is certainly above 8 per-
cent.

The gross neglect of this problem of economic growth for so many years, and
the secondary or tertiary importance attached to it even in current economic
exposition, and more importantly in national economic policies, call for some
estimates of the cost of this neglect. During 1953-1968 inclusive, measured in
uniform 1967 dollars, I estimate that we forfeited more than 917 billion dollars
of potential national production. From the beginning of 1966 through the second
quarter of 1970, we forfeited about 399 billion dollars. In second quarter 1970
alone, the annual rate of total national production, measured in 1967 dollars,
was almost 150 billion dollars below the maximum. Even if these estimates were
to be reduced appreciably by using lower potential growth rates than those
which I believe to be sound, the losses have been staggering.

Concurrently, during 1953-1968 inclusive, we forfeited more than 38 million
man-years of employment opportunity, based upon the true level of unemploy-
ment concept. From the beginning of 1966 through the second quarter of 1970,
we forfeited 4.9 million man-years of employment opportunity. And in May 1970
alone. the true level of employment was at least 1.7 million below the optimumY

Under these circumstances, it has become monstrous to be so preoccupied
with the problem of containing inflation that we have permitted this wastage of
output and manpower to persist for so many years, and recently to augment
again. For no amount of sophistry, and no amount of stylish changes in pre-
occupation and emphasis from year to year, can alter the basic truth that the
production and use of wealth is the most fundamental of all economic problems,
and that there are no other considerations which can justifly neglect of this.

Moreover, appropirate stress upon the problems of equitable distribution and
priorities of need does not reduce the vital importance of the growth problem,
although it has again become fashionable in some quarters to claim erroneously
that the proponents of growth neglect these other desiderata. Actually, as I shall
show, appropriate attention to distribution and priorities augments and sustains
economic growth, while the recent and current neglect of distribution and priori-
ties militates against growth.

Even if the immense forfeitures of production and employment opportunity
which I have detailed. and the attendant neglect of the problem of equitable
distribution and priorities of need, had resulted in a somewhat lower average
annual rate of price inflation, the gain on the price side would have been egre-
giously short of the cost of the sacrifices. But as I shall show later in my testi-
mony, the policies of commission and omission which have led to the forfeitures
in production and employment have vastly augmented the price inflation in the
long run, and also made it the worst kind of price inflation. There has been
no trade off; there has been a very bad bargain on all scores.

II. THE NEGLECT OF ANALYSES AND POLICIES CONDUCIVE TO OPTIMUM EcoNomic
GROWTH AT MAXIMUM EMPLOYMENT AND PRODUCTION

In the United States economy, sustained optimum economic growth at maxi-
mum employment and production depends upon an allocation of resources and
incomes conducive to these goals,.and failure to attain these objectives results
when the allocatiton of resources and incomes is seriously perverse. Yet. recent
and current discussion of national economic policies, including that before this
Committee in the current hearings, and actual development and application of
economic policies, have come close to neglecting this whole problem of optimum
or even workable allocation of resources and incomes. Consistently, the actual
application of national economic policies has served in the main to accentuate
the misallocation of resources and incomes.

In this connection, the corrective process must start with an empirical ob-
servation of why and how each period of so-called boom has been followed with
insistently regularity by a period of slow-down and then recession. The central
and consistent adverse phenomenon has been that each boom period has gen-
erated a relatively excessive and therefore nonsustainable rate of advance in
investment in the plant and equipment which increase our production capabili-
ties, accompanied by a relatively deficient growth rate in ultimate demand in
the form of total private consumption expenditures plus total public outlays at

I See my chart 3 at end of statement.
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all levels for goods and services. In consequence of this disequilibrium, the time
has recurrently come when very drastic cutbacks in the investment process have
occurred. And these cutbacks, combined with the m6re enduring deficiencies in
unlimate demand, have brought on the periods of stagnation and recession.

For example, during the "boom" period from the first three quarters of 1955
through the first three quarters of 1957, investment in plant and1 equipment,
measured in uniform dollars, rose at an average annual rate of 10.4 percent,
while ultimate demand rose at an average annual rate of only 2.7 percent. In
the ensuing recessionary period from the third quarter of 1957 to the third
quarter of 1'95S, investment in plant and equipment declined at an average
annual rate of 20.5 percent, while ultimate demand was maintained at an aver-
age annual rate of only 2.2 percent. The respective trends during the "boom"
period from the first half of 1959 to the first half of 1960, the recessionary
period fom the first half of 1960 to the first half of 1961, the "boom" period from
the first half of 1961 to the first half of 1966, and the slow-down and recessionary
period from the first half of 1966 to the first quarter of 1970, repeated the same
process and verify the same analysis.

However, it is deeply significant that, from the first quarter of 1969 to the
first quarter of 1970, despite the economic recession, investment in plant and
equipment rose at an average annual rate of 3.7 percent, while ultimate demand
rose at an average annual rate of only 0.8 percent. This is the prime weakness
in the current economic situation, but national economic policy has not yet
focuused upon it.'

I have some other factual materials, which further reinforce the same con-
clusions. Measured in constant dollars, from 1961 to the first quarter of 1970,
total national production rose only 45.7 percent, private consumer spending only
46.3 percent, and government outlays for goods and services at all levels only
46.0 percent, while private investment in plant and equipment rose 75.8 percent.
During the period 1968-first quarter 1970, total national production rose only
2.4 percent and private consumer spending only 4.2 percent, and government out-
lays for goods and services at all levels declined 1.1 percent, while private invest-
ment in plant and equipment rose 7.6 percent. I do not see how we can come
quickly or completely toward maximum employment and production until na-
tional economic policies concentrate upon overcoming these disparities. And the
current emphasis in such policies continues persistently in the wrong direction.

Meaningful income-allocation analysis must be derived from the foregoing
analysis of the allocation of resource use, for no appraisal of income allocation
is pertinent, except in the perspective of its impact upon resource allocation and
use. This, too, is woefully neglected in most current economic analysis, as well as
in recent and current national economic policies.

From 1961 to the first quarter of 1970, measured in uniform dollars, corporate
profits grew 29.2 percent, or very much less than total national production, wages
and salaries, or private consumer spending. Superficially, this imports that the
advance in profits was very moderate, or even deficient. But the fact remains
that the main function of profits is to support investment, and that private in-
vestment during this period, as indicated above, grew at a greatly excessive and
nonstabilizing rate relative to the other factors mentioned. By this functional test,
there was no general shortage but rather a relative excess of profits, in terms
of the requirements for sustained economic equilibrium at reasonably full re-
source use. Besides, profits are the most volatile factor of the income stream,
and are customarily most affected in percentage terms by recessionary develop-
ments. Thus, while corporate profits (as already stated) grew only 29.2 percent
from 1961 to the first quarter of 1970, they grew 48 percent from 1961 to 1969.
In short, the excesses exacted the penalty.

Moreover, even the most recent level of profits has been sufficient to support,
as already indicated, a growth of investment in plant and equipment of 7.6 per-
cent during the period 196S to the first quarter 1970, and 3.7 percent from first
quarter 1969 to first quarter 1970, or highly excessive in ratio to developments
in other important sectors. To put this in another way, the restoration of an
upward trend in profits depends upon shifting resources use drastically toward
ultimate demand, so that profits may grow in a healthy fashion in an economy
growing at a healthy and balanced rate. T'Ihe most seriously inflation that we
have been suffering during the years under review has been in the investment

4 See my chart 4 at end of statement.
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process, and in the price-profit trends supporting such investment, and certainly
not in wage growth or consumer-income growth generally. And national eco-
nomic policies which have inflated the fat and starved the lean, including poli-
cies throughout the 1960's and on into 1970, should promptly be reversed accord-
ingly.

Further light is shed upon relative income trends, and their impact upon
fundamental resource use, by looking at the trends in some key sectors of the
economy in a reasonably long-term perspective. From 1960 to the first quarter
of 1970,.in total manufacturing, profits after taxes, measured in current dollars,
rose S1.1 percent, and investment in plant and equipment rose 124.0 percent,
while wage rates rose only 45.7 percent. Meanwhile, prices rose 15 percent. This
indicates that the price increases were sufficient to support the inordinate and
disequilibrating rate of growth in profits after taxes and in investment in plant
and equipment, while the growth in wage rates was grossly insufficient to sup-
port the adequate expansion of personal consumer spending.

Looking for the same period of time at such key sectors as petroleum and coal
products, chemicals and allied products, electrical machinery, and motor vehicles
and equipment, the same disparate trends have been profundly manifest. Iron
and steel is a unique case, in that its entire performance has been plagued by
large excess capacity during most years, in view of the gross inadequacy of
total economic growth.0

Among other things, this analysis disposes of the prevalent dogma of wage-
push inflation, and I am glad to note very recently a more general recognition
of this fact, even though it has not yet been translated into national economic
policy.

In the light of my whole analysis thus far, it is clear that the entire complex
of our national economic policies, fairly persistently since 1953. and more acutely
during the more recent years, has been perverse in terms of the entire problem
of economic growth, employment, equitable distribution, and priorities.

In fiscal policy, the outstanding example has been the excessive and mis-
directed tax-cutting programs. The extensive and varied tax cuts between 1962
and 1965, and especially in 1964, allocated relatively far too much to the in-
vestment function, and relatively far too little to the consumption function.'
The immense propaganda to the effect that the tax cuts of 1964 produced an
economic performance record of unparalleled duration and size has by now been
shown to be with merit. As these cuts occurred in 1964, they can take no credit
for the upturn during 1961-1964, which in fact was a grossly deficient economic
recovery. To be sure, these tax cuts in 1964 produced until 1966 an unbalanced
and nonsustainable boom, not much different in character from the earlier booms
followed by periods of stagnation and recession. But by 1966, a recession was
certainly just around the corner, and the "New Economics" was saved only by
the unexpected and immense increase in public spending due to the Viet Nam
war. And even with that increased war spending, the economic growth rate, as
I have shown, commenced to deteriorate seriously from 1966 forward, averaged
a terribly inadequate performance from 1966 to date, and culminated with the
recession commencing in 1969. The tax cuts of 1969, despite being heralded as
reforms, proceeded in many respects in the wrong direction from the viewpoint
of resource allocation, and were especially devastating in their impact upon the
very high priority of housing, and also non-housing urban investment.

In addition, the extent and direction of the tax cuts completely ignored our
great domestic priorities which require vast increases in Federal spending. This
evil has been compounded by the excessively tight budgetary policy on the
spending side, which has given higher priority to the condition of the Federal
Budget than to the condition of the national economy, and also, as in the past,
has brought us to the prospect of a huge Federal deficit for the very obvious
reason that the blood of Federal revenues cannot be squeezed from the turnip
of a stagnant, underemployed, and recessionary economy.

The prevalent monetary policy, which I shall discuss in detail later on in my
testimony, has had the same perverse and destructive effects. It has placed no
restraints upon the relatively excessive investment booms, which are financed
primarily out of retained earnings and often excessive price increases. It has
had powerfully adverse effects upon those activities which have been most in

6 See my chart 5 at end, of statement.6
!See my chart 6 at end of statement.
See my chart 7 at end of statement.
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need of stimulation, from the viewpoint both of economic performance and pri-
ority needs. Housing has been the most shocking example of this. The policy of
tight money and rising interest rates has hit the Federal Budget by imposing
additional interest costs now running at about nine billion dollars a year, and
has had even more serious adverse impacts upon the capacity of State and local
government to perform their essential functions.

I see no signs, as yet, of alterations in fiscal and monetary policies, compatible
with the lessons of the past or the needs of today and tomorrow.

III. THE PREVALENT FISCAL AND) MONETARY POLICIES, DESIGNED To CURB INFLA-
TION BY STUNTING EcONOMIC GROWTH AND EMPLOYMENT OPPORTUNITY HAVE IN
FACr BEEN PROFOUNDLY INFLATIONARY

Although I have been making this point repeatedly since 1953, before this
Committee and elsewhere, the actual record during the past few years has
corroborated my position even beyond my own expectancy. The proof of this is
to be found, not in theoretical discussion, but rather in the realism of the acutal
behavior of the economy-a behavior which appears to have remained strangely
unobserved by those who should watch it most closely.

During 1952-1955, an average annual economic growth rate in real terms of

3.5 percent was accompanied by virtual price stability. During 195.5-1958, the

average annual real economic growth rate sank to 0.S percent, but the average
annual rate of price inflation rose to 2.6 percent for consumer prices, and prac-
tically the same for wholesale and industrial prices. During the shorter period
1956-1958, including the recession therein, the average annual growth rate in
real terms was only 0.2 percent, but the average annual increase in consumer
prices rose to 3.1 percent. In vivid contrast, during 1958-1966, the average
annual rate of real economic growth was 4.9 percent, but there was virtual price
stability, with the average annual rate of increase in consumer prices being only
1.5 percent, in wholesale prices only 0.7 percent, and in industrial prices only
0.6 percent. But from 1966 to the second quarter of 1970, while the average
annual rate of real economic growth declined calamitously to only 2.5 percent,
the average annual increase in consumer prices was 4.6 percent, in wholesale
prices 2.6 percent, and in industrial prices 2.8 percent. And from second quarter
1969 to second quarter 1970, while the economic growth rate in real terms was
minus 0.2 percent, the increase in consumer prices was 6.1 percent, in wholesale
prices 3.7 percent, and industrial prices 3.8 percent.

The persistent attempt to explain these opposite trends in fundamental eco-

noilne perfornlaimce and in price movements on the ground of time lags has now

moved from being merely irrational to being ridiculous and tragic. The periods

I have selected for my analysis are, in the main, far too long to be explained by

time lags. If the upward movement of prices during the recessionary period from
the second quarter of 1969 to the second quarter of 1970 had been at a reduced
pace, there might be some miniscule ground for argument that restraints placed

upon economic growth and employment opportunity were doing the price-restraint
job. But when the declining growth rate of the economy and the sharp rise in
unemployment have been accompanied by an actual acceleration of the price in-
flation, especially during but not limited to the most recent year, the prevalent
theory loses all force and meaning.

Then, it is argued that price inflation is caused by a movement toward full
use of resources, and that a movement away from full use of resources tends
to subdue the price inflation. This is also completely refuted by the empirical
evidence. The level of full-time unemployment was reduced from 6.7 percent
in 1961 to 3.7 percent in 1966, but (as I have already indicated) we maintained
virtual price stability for the period as a whole. Contrariwise, full-time unem-
ployment rose from 3.5 percent in 1969 to 5.0 percent in May 1970, but the price
inflation rose and was vastly higher than during any previous period in two
or three decades. 8

It is interesting to note also that my findings appear to be corroborated by the
experience of other countries, although international comparisions are affected
by so many variables that it is hard to malke much use of them. During the
most recent years for which I have data, the price inflation in the United King-
dom, which has been plagued by economic stagnation and many other economic
problems, and also in the U.S., appears to have been more severe than in France,
and much more severe than in Germany and Italy, countries which in the main

8 See my chart S, and also see again my chart 2 at end of statement.



634

have registered very rewarding economic expansion. Even in Japan, where the
real economic growth rate has been almost inconceivable, it appears that during
the most recent years a better record of price stabilization has been made than
in the IJnited States, especially when account is taken of wholesale as well as
consumer prices.'

The fundamental reasons why stunting the economy, reducing economic growth
to intolerably low levels, and lifting unemployment to intolerably high levels,
have actually increased price inflation greatly, are both clear and abundant.

First, is an economy characterized largely by administered prices, that is
prices fixed consciously by overt managerial decisions, attempts are recurrently
made to compensate for an unrewarding expansion of business volume through
an effort to increase profits per unit by lifting prices. Whether or not this effort
is successful in the long run is immaterial because, my examination of kev sec-
tors of the economy over many years demonstrates conclusively that the effort
is made, whether it is successful or not.

To take one outstanding example, the automobile industry more than a year ago
foresaw correctly a very large decline in sales. It promptly increased its prices
greatly. This increase in prices could certainly not be explained on the ground
of excessive demand or an "overheated" industry, for the investment programs
of the industry had been enormous, and idle capacity was increasing. Nor could
the increase in prices be explained on the cost-push theory, for the profits of
the industry remained fabulous, although reduced below all-time peaks. The
steel industry recently raised its prices greatly, in the face of very large excess
capacity.

As applied to the economy as a whole, the claim that price increases have
been due to an "overheated" economy, that is, an economy where total spending
is pressing hard against available capacities. is indeed nonsensical in the face
of development since 1966. And yet this claim has persisted, and is even now
reflected in national economic policies.

Second. with respect to, so-called cost-push inflation, a stunted and retarded
economy tremendously reduces the rate of productivity gains, and thus increases
per wnit labor costs. For example, during 1960-1966, when the real rate of U.S.
economic growth averaged annually 5.1 percent, and when unemployment was
steadily reduced, the average annual rate of productivity gain in the U.S. pri-
vate economy was 3.S percent. But this average annual rate of productivity
growth fell to 2:0 percent during 1966-1969, and fell further to the almost im-
perceptible figure of 0.1 percent during first quarter 1969-first quarter 1970.10
Increased per unit labor costs push up prices, independently of whether such
price increases are justified.

Whether or not the current and recent rates of money-wage increases justify
any part of the price increases w-hich have recently occurred-and I doubt this
justification in the main-the obvious remedy is not to clamp harsh restraints
upon money-wage expansion, for this would further cumulate the deficiencies
in consumer spending and prolong recession or stagnation. The remedy is rather
to bring the rate of productivity growth back to the levels averaged during
1960-1966, and even higher in that the long-range trend in the U.S. economv has
been toward the acceleration of productivity gainst during periods of reasonably
full resource use and high employment. Thus, whether we talk about demand-
-pull inflation or cost-push inflation, the remedy is not through the appointment
of additional study groups to examine how productivity may he improvedl. Pro-
ductivity will improve enormously, if and when the processes of economic growth
are restored. when idle plant capacity is reduced. when unemployment is re-
duced, and when the concealed unemployment in the form of underutilization
of employed manpower is correspondingly reduced. The empirical evidence on
this whole subject is so plain that I rub my eyes in wonderment at the failure
CC most economists and policy-makers to take account of it.

IV. THE PREVALENT POLICY OF TIGHT 'MONEY AND RISING
INTEREST RATES Is GROSSLY INF1LATIONARY

It would appear that I need not develop this phase of my discussion in detail.
For insofar as T have already shown that the contrived stunting of economic
growth is highly inflationary, it must follow incontestably that a monetary policy
deliberately designed to stunt the economy will bring increased inflation in its
wake. Nonetheless, some examination of the evidence is in order.

9 See my chart 9 at end of statemneot.
10 See my chart 10 at end of statement.
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During 1955-1957, the extremely severe contraction of the money supply was a
major factor in the economic stagnation (and in tie 1957-1958 recession). But
the inflation of consumer prices rose to 3.5 percent during 1956-1957. During
1960-1965, the average annual growvtIh in the money supply was quite high, and
the average annual economic growth rate was very high. 'Meanwhile, as I have
alredy pointed out, there was virtual price stability.

During 1965-1966, the growth rate in the money supply was grossly contracted;
and(l this helped to reduce the real economic growth rate, to only 2.5 percent
during 1966-:1967. Put the price inflation was treinen(lously higher, on the aver-
age, than luring 1961-1966. During 1966-190S the money supply was greatly
expanded, and did succeed in helping to lift tile real economic growth rate to
*.0 percent from 1967 to 1968. But from IP96S to second quarter 1970. the aver-
age annual growth rate in the money supply was reduced to 3.2 percent. while
the average annual real economic growth rate was only 1.3 percent, and price
iuflation mounted in atn alaurming fashion.."

There are additional reasons why tight money and rising interest rates in-
crease inflation, aside from the fact that their adverse impact upon economic
growth and employment is inflationary. The cost of money is like any other
cost, and when that cost rises, it is passed along by those who can do so. The
price of fuel used by all American households and industries is now being in-
creased substantially throighout the land, and necessarily so. This is because
tke utilities finaiice themselves more largely than any other industry, except
housing, with borrowed money, and their embedded debt costs are rising so
rapidly that they must get a higher rate of return to avoid aggravation of the
shortages which are already appearing in the utility field. ThIe tight money and
rising interest rates, aside from their disastrous effect upon home construction,
have produced shortages so severe that the cost of housing is rising more rapidly
than most elements in the cost of living, both for those who rent and those who
buy.

Still another reason why the prevaletit monetary policy has been highly in-
flationary in the long run is that this policy has been the outstanding example
of what is called "fine tuning," which means sharp and continuous changes in
the direction of policy to deal allegedly with expected or desired changes in
economic conditions. A glance at the trends in the rate of expansion of the mnone-
tary supply, even from 1955 to date, indicates an aliost unbelievably erratic
series of upward and downward movement.-' This kind of fine tuning, or con-
stant changes in public policies, which in thetuselves forecast or attempt sharp
changes in the business world, produce changes in biusiness expectancies, and
sometimes these expectancy chamnges generate the unfavorable developments
sought to be avoided.

In any event, it is clear that the change in business expectancies. produced
by the excessive fine tuning of monetary and other national economic policies,
tend both on upward and downward movements of the economy to produce price
increases in many sectors. The price increases during downward movements
come. as I have said, from the desire to compensate for inadequate volume with
higher returns per anit. The price increases in the first stages of an upward
movement come from the general atmosphere produced by the expectancy of a
quick and sharp march of the economy toward another "boom." esl)ecially when
it is anticipated, on the basis of recent experience, that the 'boom" will not be
durable and that "hay should be made while the sun shines."

It therefore follows that the entire policy of fine tuning, a poor and Itreten-
tious substitute for a stable long-range economic policy, keeps the economy in a
constant state of excitement and anxiety, and this is not conducive to price
stability. It may be conceded that the drastic efforts which are now required to
get the economy moviug upward again might, for a short tinmc, intensify some
types of price inflation. although this is dubious on the basis of the 1961-1966
experience. But even if this were to be conceded in part, the gains would be far
more than worth the cost.

Be this as it may, I am thoroughly convinced, on the basis of empirical ob-
servation, that in the long ruie a sustained policy for optimum economic growth
and full employment yields far less price inflation than an economy behaving
like a roller coaster at Coney Wsland. and has manifold other advantages.

Beyond all this, the prevalent moinetary policy is utterly unconscionable in
its impact upon income distribution. No array of statistics is required to demon-
strate that those who lend are usually in much stronger financial circumstances
than those who borrow. It suffiees to say that. according to my estimates, the

See my chart 11 at end of statement.
1D See again my chart 11 at end of statemnctit.
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prevalent monetary policy since 1952 has distributed in the neighborhood of
150 billion dollars of national income in an upward direction. It penalizes
severely the small businessman and farmer. It applies veritable extortion to the
average consumer. The family with an income of $8,000 or so after taxes, which
buys a new home for $16,000 or so wvill, because of the rising interest rates since
1952, pay out during the life of a conventional mortgage about the equivalent
of a full year of its income after taxes. And for reasons already stated, in view
of the chronic tendency of the U.S. economy to generate excessive investment
relative to consumption, the income maldistribution generated by the prevalent
monetary policies is not only inimical to economic justice but also injurious to
economic growth and employment opportunity. This is because high-income
families have a lower propensity to consume relative to their incomes than low-
and middle-income families.

V. THE ExcEsSIVELY TIGHT FEDERAL BUDGET
Is HIGHLY INFLATIONARY IN THE LONG Rux

There is no commonplace of prevalent economic theory and practice more
firmly established than the proposition that a tight Federal Budget is anti-
inflationary. Of course, a Federal surplus tends to be anti-inflationary wh'en the
economy is running under conditions where excessive total demand presses
against our production capabilities. But when a tight Federal Budget, in the
form of an attempt-whether successful or not-to keep the Budget in balance
or in surplus results in aggravating excessive economic slack and unemploy-
ment, the budgetary policy is in itself inflationary. I need not develop this point
further, because I have already developed fully why policies designed to stunt
the economy and increase unemployment, in the name of fighting inflation, are
in themselves inflationary.

Thus, the attempts to balance the Federal Budget and even to run a surplus.
initiated with increased vigor a year and a half ago and still underway, have
contributed mightily to the inflation under prevailing economic conditions. This
conclusion is doubly true when the attempt to balance the Budget and run a
surplus has not placed its reliance upon properly designed and progressive tax
increases, but instead has made itself manifest entirely on the side of reduced
or excessively restrained public spending. To illustrate this, let us take a look
at medical care and housing, two of the fastest rising major components in the
cost-of-living index.

With respect to medical care, without passing any judgment upon the behavior
pattern of the profession the excessive and rising cost of medical care is due
predominantly to the shortage of medical facilities and personnel, and the serious
mualdistribution of such facilities and services throughout the nation. These de-
ficiences have occurred primarily because of the failure to commence to make
even a beginning toward the adequate expansion of public investment in such
facilities and services. So. in this instance. the short-sighted policy of fighting
inflation by avoiding necessary public outlays has aggravated this inflation.

With respect to housing, the case is equally clear. There is nothing more
ironical than the repeated enactment of comprehensive legislation for housing
and urban renewal projects, which by definition require vast increases in public
outlays, and the persistent failure to implement the declared purposes with out-
lays even faintly related to them.

Many other examples counuld be directed to the same point, including the
entire transportation problems which is now approaching crisis porportions.

It is strange that we accept in general the axiom that increased private in-
vestment, toward the enlargement of the supply of goods and services, will be
anti-inflationary at least in the long run, but that the same is not true of in-
creased public investment in equally needed facilites and services, although the
deficiencies in these areas are in many instances far greater than those any
where in the private sector.

When we add to these observations the unassailable proposition that an ex-
cessively tight budgetary policy contributed mightily to large and growing de-
ficiences in nationwide production and employment, which are in themselves
highly inflationary, we percieve the exact confluence between sensible economic
policy in a narrow sense and sensible social policy in a broader view.

VI. "INFLATION" MAY BE DEsITRBnLE OR UNDESIRABRLE DEPENDING UPON ITS
NATURE AND ITS CONSEQUENCES

Thus far, I have discussed the proposition that efforts to restrain inflation
through sacrifice of production. employment, and priorities have in fact in-
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creased inflation. I am profoundly convinced that the empirical evidence since
1953 in support of this thesis has by now become almost unanswerable.

But there are many who are not prepared to accept this viewpoint. Thus, the
next question is whether any trade-off of potential production and employment
gains, in order to restrain inflation, is a desirable national policy. Generally
sl)eaking, within the American context, I rather doubt the desirability of any
such trade-off.

Theoretically, neither a rising nor a falling price level hurts anybody, except
insofar as it works against real production and purchasing power and their
equitable distribution. None of the economists, to my knowledge, who has raised
cries about the dangers of inflation has eveni tried to advance anything con-
clusive on why a rising price level of any stated pace is really less desirable
than a stable price level. None has even put forth anything which negates the
respectable position that moderate increases in the price level, in the context
of the U.S. economy, tend to be associated with both improved economic per-
formance and more equitable distribution.

Further, no economists have brought any evidence to bear in support of the
widely-held view, cultivated by much of what they have said, that it is "in-
flation" which tends to produce recession or depression. It is very illuminating
to note that we had a remarkable stable price level, except for falling farm
prices, between 1922 and 1929. The Great Crash came because of misallocations
in resource use and incomes, which can occur under a rising, stable, or a falling
price level. It is not the trend in prices per se, but the effects upon resource and
income allocations, that matter most.

Indeed, it appears clear that "inflation" may be desirable or undesirable, within
moderate bounds, depending upon how it occurs. If, during the past few years,
we had incurred the same amount of inflation that we have actually incurred,
but through programs which maintained reasonably full production and employ-
ment,.improved the distribution of income, took care first of those who need help
most, and made great inroads upon our deficiencies in housing, urban renewal,
education, health services, and social security protection, then that amount of
inflation would have been not only acceptable, but a very good trade-off indeed.

The trouble is that the inflation during recent years has been of a diametric-
ally different sort. The change in prices and income which have occurred have
been so composed as to deprive the nation and the people of hundreds of billions
of dollars worth of goods and services and millions of years of employment
opportunity, distributed income upward in a shameful manner, and grossly
starved the most urgent priorities of our domestic public needs. This type of
inflation, especially when augmented by national economic policies designed to
reduce inflation, is both stupid and unconscionable.

This is another way of saying that no nation's economic policy can be success-
ful which aims directly and primarily upon restraining inflation. A sound and
viable national economic policy must commence with adequate long-range goals
for employment, and the distribution of goods and services in reasonable accord
with priorities of need and with the social conscience. It must analyze maturely
what allocation of resources and incomes will promote these ultimate goals, and
what national policies will promote these types of allocations. And the high
probability is that, if such a course is pursued successfully, the problem of "in-
flation" will be of negligible uroportions. or in any event will be manageable.

Even during World War IT, when inflationary pressures were immense in a
true and classic sense, we did not start by becoming preoccupied with control-
ling inflation. We started with a viable, long-range tableau of our production
and distribution needs, with an income policy in facilitation of these needs and
also armed toward "equality of sacrifice," and with fiscal and monetary policies
attuned to these objectives. Because we did this first, we were able to super-
impose upon this basic effort an anti-inflationary policy and program suited to
the times and to make it work reasonably well, even though we made the mis-
take of not taxing heavily enough during the war to restrain inflation during
the transition from war to peace.

We certainly did not claim that inflation was a greater danger to use than
the dictators, nor did we try to contain inflation by deliberately contrived dis-
use of plan and manpower. We used the term "equality of sacrifice," but what
was really meant was "equity of participation." Although the situation now is
fundamentally different, the same basic princililes remain valid-but we have
forgotten them.

VII. PROPOSED RECONSTRUCTION IN PROGRAM AND POLICY

I do not need to linger long upon this final phase of my discussion, because
all that I have to say is implicit, and even explicit, in what I have already said.
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We are now in imperative need, not of minor variations in national economic
policies ad programs, but rather of drastic change. Indeed, the policies concen-
trating upon the restraint of inflation have been based upon a thesis so upside
down as to causes and consequences that an almost complete reversal of these
policies is needed. It is needed to get inflation under control and, even more
importantly, to respond to those throbbing problems of the nation and the people
which require maximum production and employment and enormously enlarged
allocations to our great domestic priority needs.

The precise steps in such an effort may be set forth quite briefly:
(1) The Employment Act of 1946 needs to be restored to its original and

still pertinent purposes. Under that Act, the Council of Economic Advisers
should develop, and the President should send to the Congress, a set of inter-
related goals for the restoration of maximum employment and production with-
in a year from now at most. This must necessarily be accompanied by a much
more penetrating economic analysis than we have had from official sources dur-
ing the past decade (not implying that we had it earlier) as to that relationship
between growth in investment and growth in ultimate demands in the form of
consumer expenditures and public outlays which will promote economic equilib-
rium at full resource use. This has always been, and still is, the core problem
of economies, but no one would think so when listening to more than nine-
tenths of the current economic discussion among those who should be best in-
formed:

(2) The goals for production and employment must also take account of
urgent priority needs, not only with respect to the rapid further reduction of
poverty, but also with respect to the enormous unmet public needs in education,
health services, housing, urban renewal, transportation, resource development,
social insurance, and the redress of the glaring imbalances between urban and
rural living standards, services, and opportunities. I have developed detailed
projections in these areas, which were set forth in my comments for this Com-
mittee on the 1970 Economic Report of the President, and 'Will not repeat these
in my testimony here today:

(3) On the basis of the foregoing exercises, and not withoilt them, fiscal and
monetary and other national economic policies can achieve consistency, effec-
tiveness, and on increasing purpose. instead of being devised as they have been.
and still are, on an ad hoc, improvised. inconsistent, and partially misdirected
basis. In this conlnection. '"fine-tnimng" has failed. We need a reasonably stable
and consistent long-range policy, and with this, today will take care of itself.
Instead of erecting economic 'Maginot lines against evils when or after they
appear. we should accent affirmative achievement goals:

(4) The fruitless quest for a balanced Federal Budget at the expense of the
national economy and the unemployed must be adandoned. Higher tax rates are
undesirable and self-defeating until the economy moves much more fully and
speedily toward complete restoration. This does not preclude some progressive
redistribution of the tax burden. Tax reduction should not now be utilized to
stimulate the economy: instead, Federal spending should be greatly increased
to serve this purpose and to meet urgent domestic priority needs. The current
tax structure now provides a 'full employmemlt surplus" in the Federal Budget.
This means that the Federal Budget. even under existing tax rates, will be in
surplus when we approximate reasonably full use of plant and manpower. The
only way to achieve this surplus, in fact, is to move without delay toward that
reasonably full use:

(5) The consideration of all outlays related to our national security must be
freed from the terribly dangerous notion, now so widespread, that our high
national security outlays are the core explanation of recent and current infla-
tion : that these outlays must be drastically reduced in the process of economic
restoration: and that we cannot adequately service our great domestic priorities
until this course is followed.

The level of spending for national security creates a demand for goods aind
services, whicll is exerted against our total production capabilities. As the total
demand for goods and services mIow being exerted against our production capa-
bilities is very far short of the requirenlents for a reasonably healthy and
growing economy anmd since in reality the recent and current inflationm is due as
I have shown to deficient rather than excessive demand, it becomes preposterous
to assert that the national security sectors of active demand explains the recent
or current inflationl. It would be far more realistic to admit, in view of our
manifest unmwillingliess to lift total demand to levels consistent with maximum
employnient and production. that but for the high level of national security
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outlays we would have even more idle man and plant manpower than we now
have, with at least as much inflation for reasons I have already stated.

Similarly, what we can really afford is determined by our production capa-
bilities, and not by the legerdemain of Federal bookkeeping. Thus, when we are
so short of using our production capabilities fully, it is equally preposterous to
assert that the reasons we are neglecting our great domestic priorities is be-
cause of the high level of national security outlays. We neglected these priori-
ties almost equally before the great escalation in Viet Nam; and our choice of
the tax reduction route in 1964, instead of attending to these great domestic
priorities through increased Federal spending, occurred before there was much
going on in Viet Nam.
This Is not to argue that defense outlays are productive in an economic sense;
they are largely wasteful in that sense. Nor is it to argue that national security
outlays should be maintained for the purpose of stimulating the economy or
preventing idle resources from increasing still more. There are other ways of
accomplishing these objectives. But it is to argue that, the world being what it
is today rather than what we would like it to be, we are in great peril when
the American people, through the bad advice of so large a part of their leader-
ship, are led to believe that the course of our natitonal security policies should
be determined by utterly fallacious economic reasoning, and not by the inter-
national situation as best we can appraise it in an uncertain world;

The national security burden is always unpleasant and, as I have said, waste-
ful in a purely economic sense. But at no time since the end of World War II
have we been in the situation where the burden of our national security outlays
really made us unable to afford what we should have been doing in other areas,
or posed inflationary pressures which could not be contained by sound policies;

(6) The policy of tight money and rising interest rates is regressive, unfair,
inflationary, and conducive to economic stagnation and recession. This perni-
cious policy should be abandoned. This will require, in addition to the strong
assertion of Presidential leadership, a wide range of Congressional action. I
favor Congressional establishment of the principle that the growth rate in the
money supply shall be kept consistent with the requirements for optimum eco-
nomic growth and full resource use, and be kept entirely consistent with the
programs toward these ends which should be set forth in the President's Eco-
nomic Report. Legislation should be enacted to reduce interest rates in some
important sectors on a selective basis. Legislation should also be enacted to re-
quire the Federal Reserve System to employ selective controls, because the
blunderbuss approach thus far applied has resulted in stimulating that which
should be restrained, and restraining that which shoud be stimulated.

(7) Price and wage controls through Federal law should not be considered
at this time. My friend Professor Galbraith, in his nostalgia for price and wage
controls, harks back to a World War II situation in no ways analogous to the
one we face now. He also forgets that even World War II experience showed
that such controls can at best be supplements to sound and effective fiscal and
monetary policies, and other policies also. Until these policies are recast along
sound and effective lines, we cannot know what the function or policy-content
or price and wage controls should be; and we would probably find that we
would not need such controls if such other policies were developed and applied.
Certainly at the very least, the Government should commence to execute more
satisfactorily the traditional policies which it must execute perpetually, before
it embarks, during a period short of anything approximating total war, upon
policies so strange to our system, habits, and wishes as the direct controls.

In the second place, price and wage controls can be useful only if they are in
implementation of sound economic analysis and goals. So long as the policy-
makers remain caught in the grip of the unsound and upside-down policies, which
I have described throughout my testimony, and so obsessed with containing in-
flation that they neglect all else and increase inflation to boot, the content which
they would give to price and wage controls would presumably worsen the situa-
tion. That happened with the late Price-Wage Guidelines.

I do favor the development of new guidelines, as an integral part of the other
points in my suggested program, promulgated by Government after true con-
sultative relationships with the leadership of labor and industry. Admittedly,
price-wage aberrations can defeat other national policies, even when such other
policies are well considered. We must therefore find a modu8 operandi which
steers between the long-range defects of definitive price-wage controls and the
undesirability of basic price-wage decisions in so narrow a perspective that they
are inimical to the public interest.

49-774-70-pt. 3 1S
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Chart I
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Chort 2

BASIC U.S. ECONOMIC TRENDS.1953- 2nd 01970
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Chart 3

COSTS OF DEFICIENT ECONOMIC GROWTH
U.S. ECONOMY, 1953-1968 AND 1969-1977
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Chot4
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Chort 5
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Chort 6

PRICE, PROFIT, INVESTMENT, AND WAGE
TRENDS,1960 TO Ist Q 197011

(Total Percentage Change. 1960i-1st 0 1970)

MPrices-'J= Profits after Taxes'/ Investment in Plant and EquipmentsI I WOge RatesZl

Up -' =. - -1240% 4A

IRON and STEEL

CHEMICALS
and ALLIED PRODUCTS

0~)

MOTOR VEHICLES
and EQUIPMENT

2
/AII 1970 data preliminary

iaota:U.S.Dept ot Labor,.holesale commodity price indexes.

3tot:Federml Trode Commission-Securltles and Exrhange Commission.

ftato:U.S. Dept.of Commerce and Securities and Exchange Commisslon.

5.Utola.S.Deptn.f LaborBuroarofa Labor Statistics; Aerage hourly
earnings ot production workers.

TOTAL
MANUFACTURING

ELECTRICAL
MACHINERY



646

_ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _C hart 7
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Chorts

RELATIVE TRENDS IN ECONOMIC GROWTH
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Chart 9

SELECTED PRICE TRENDS.1959-JUNE 1970
U.S. AND SELECTED OTHER COUNTRIES
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Chart 10

LONG-TERM TRENDS IN PRODUCTIVITY
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Chart I I

COMPARATIVE TRENDS IN GNP, PRICES, AND
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Chairman PATSAN. Without objection, I would like to offer for the
record some excerpts from material submitted to me by Mr. Donald
R. Bonniwell, Sr., a senior vice president of Walston & Co., of Chi-
cago. Mr. Bonniwell is very concerned about the present state of the
economy and economic policy and was willing to testify personally.
However, because time Aid not permit, I asked him to send me his
views with the thought that I would place them in the record, those
parts that seemed to me pertinent to what we have been dealing with
here. I do this in the interest of providing a variety of viewpoints
on these important matters as has always been our practice.

(The material referred to above follows:)

PREPARED VIEWS OF DONALD R. BONNIWELL, SR., A SENIOR VICE
PRESIDENT, WALSTON & CO., CHICAGO

I have long held valid the charge to the American people to "write your
Congressman"-and took the next logical step forward, which was to 4write
everybody's Congressman."

On the subject matter of the economics of our nation, I addressed four letters
to each of the 535 members of the House and Senate of the 1ST and 2ND Ses-
sions of the 91ST Congress of the United States of America, with copies to the
President and the 12 members of his Cabinet, making a total of 2,192 individually
addressed communications. All of this was in an endeavor to induce the Congress
of the United States to influence the thinking of the Administration in such a
manner as to make them acknowledge that their program for the control of
inflation was self-defeating and self-destructing, thus forcing the Administra-
tion to abandon practices which were dealing sledgehammer blows to an econ-
omy that was already threatened by the burdens of war and an unbelievable
tax-structure at the Federal, State and Local level.

I have endeavored to construct a precise of my tetralogy of 'Open Letters to
Congress," and find that the only practical method of accomplishing this is to
excerpt from those letters, with the hope that the material, selected, will inspire
you to request replacement of all of the letters previously sent to you.

I am going to initiate these excerpts from my letter of June 19, 1969, entitled
-"The Credit Crunch and Poverty Row"-with nonadjacent paragraphs sepa-
rated by a series of dots:

"Small business enterprises are being forced to the wall and soon will be in
a race competing with personal bankruptcies. Medium to relatively large cor-
porations are seeking a haven in consolidations, hoping to merge good earnings
with good cash flow and/or available credit, or losing their identity under the
umbrella of fast-growing conglomerates.

". . . The cost of Federal and Local Government is at an all-time high, and
going higher. Credit at the national, state and local levels has become so re-
stricted and so exorbitant in cost that even essential projects, necessary to the
protection of health and welfare of our citizenry, have become impossible of
accomplishment.

". . . Under the foregoing circumstances, the rising cost of relief is totally
understandable. All of the foregoing symptoms are strange for a nation pre-
sumably dedicated to the tenets of free enterprise.

". . . For more than IS years, this nation has been suffering from what must
be categorized as the 'Martin Syndrome.' The Federal Reserve Board has in-
sisted that the control of Reserve Requirements, the Discount Rate to Member
Banks, operations of the Open Market Committee in Treasury Obligations, con-
trol of the issuance of Currency and cooperation of the U.S. Congress in the
imposition of (or relief from) Federal Taxation, could and would control the
economy. It has been the presumption that this combine could be used to defeat
inflation or ease the impact of a recession.

"During the last 18 years, this panacea has been applied on numerous oc-
casions. In a few instances, it has given the appearance of success, but the
facts are that even in those few instances the economy was already moving in
the desired direction. As a matter of fact, if the Federal Reserve's format really
worked, then the Federal Reserve System has always been 'too late with too
little,'-or 'too soon with too much.'
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"Let us examine why the 'Martin Theory' does not, has not and cannot con-
trol economic contraction or expansion. The demand for goods and services by
the American Public is controlled not by the cost of money but by the con-
sumer's needs as interpreted by himself, his presumed ability to pay over the
long-term, and the availabliity of credit, regardless of cost. It is self-evident
that the Federal Reserve Board has no real control over any of these factors.

". . . In recent months, the Federal Reserve Board has used its full force and
majesty-the Bank Discount Rate, Reserve Requirements, Open Market Opera-
tions, plus congressional cooperation in the form of a 10% Surtax Rate and the
discontinuance of the 7% Investment Tax Credit.

"The results of the foregoing are: Bank loan rates that are moral usury, and
loan rates and conditions from other financial institutions that would make
Shylock's demand for 'a pound of flesh' seem to be a mere bagatelle. The impact
,on people has already been noted in preceding paragraphs.

"Do we have to bankrupt Mr. and Mrs. American Family and the little busi-
-nessman to curb inflation? Do we have to destroy the American economy and
multiply, significantly, the number of unemployed, and do we have to substan-
tially increase the nation's relief costs to decrease inflationary pressures? Can
inflationary pressures be reduced without going directly to Federal Wage and
Price Controls, thus destroying our economy and American business initiatives,
There is one answer to each of the foregoing questions and that is emphatically
NO. We need no new alphabetical Agency or Agencies. It is only necessary to
implement present structures with added authority and directives from the
Congress of the United States."

My next excerpts are from "Operation Overkill"-a sequel to "The Credit
Crunch and Poverty Row," dated August 28, 1969. The predictions were being
written before coffee had been served at the Summer White House in San Cle-
mente, California:

"The title of this sequel was conceived within 30 days after my recent com-
munication to Congress, entitled-'The Credit Crunch and Poverty Row.' Events
of the last 30 days and the predictable events which are already casting their
shadow on this nation's immediate economic outlook suggest that an even more
apt title for this sequel might have been selected.

"The destruction fo France's military might and the dignity of its govern-
ment were prepared in the forests, the foothills and the rice paddies of North
and South Viet Nam and at communists' conference tables in other parts of
the world. The fall of Dienbienphu, on May 8, 1954, marked the fall of France
in Southeast Asia.

"The blueprint for America's economic Dienbienphu (the foregoing phrase
might have been a more apt title for this sequel) was initiated in those identi-
cal geographic areas and at communists' conference tables, allied and unallied,
accompanied by strong military backup.

"Even as I prepare this paper, President Nixon and his economic advisors
are meeting at San Clemente, California, in an atmosphere of panic over the
predictable failure to quell or even soften inflationary pressures. As a result
of this conference, 'Operation Overkill' may go into effect as early as Tuesday
morning, September 2, 1969.

"... Without any action of the senate and House Committees on banking and
finance with respect to the credit crunch, and even without the proposed violent
readjustments in Federal Income Tax Laws, as proposed in the House Ways
and Means Committee and the Senate Finance Committee, the progression from
credit crunch to 'Operation Overkill' was a totally predictable event. Arrival at
the point of 'Overkill' was merely accelerated by the inaction on the one hand
and over-reaction on the other by the Congress of the United States, as indi-
cated in the preceding comment.

". . . Unfortunately, tax reform has become as popular, politically, as bare
buttocks have become to the movie-going public. The real need of the nation
at this moment is for the nationalization of all credit resources and their ab-
solute management to the same degree as we presumably manage the issuance
and circulation of currency.
- ".. . The future of this nation rests in your hands. Your failure to act will not
only bring about disorientation of this nation's economic and financial resources,

.but also social disorders teetering on the thin line dividing civil disobedience
*from outright revolution."

Chairman PATMA'N. Dr. Keyserling, you stated that a deflationary
condition started in 1966. What time during the year? Was it the
middle of the year? Was it in the spring of 1966?
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Mr. KEYSERLING. I think it is a little hard, Mr. Chairman, to pin-
point it to that degree. I have that in chart 11 of my prepared state-
ment, top cross section.

Chairman PATMIAN. It is not too important about the time. But it
started in 1966.

Mr. KEYSERLING. I would say so. My chart 11 of my prepared
statement shows in the top cross section that from 1966 to 1967 the
real economic growth rate was only 2.5 percent. So, it really com-
menced really to move down as of about that time.

Chairman PATMAN. You will recall that on December 5, 1965, the
Federal Reserve Board was expected in Johnson City, Tex., to see
President Johnson about whether or not interest rates should be in-
creased. Instead, when they arrived at Johnson City, Mr. Martin,
the Chairman of the Federal Reserve Board, gave out the statement
that they were down there not to ask the President whether they
should increase interest rates but to tell the President that they had
just voted a couple of days before here in Washington to increase
the interest rates. In other words, that was looked upon as a con-
frontation between the Chairman of the Federal Reserve Board and
the President of the United States. The President had no immediate
weapon to deal with them, and so he was not only confronted but he
was overruled by the Federal Reserve Board. Interest rates increased.

Did the interest rate increase in the early part of 1966 contribute
to the deflationary condition?

Mr. KEYSERLING. Of course, it did. If you will look at this chart
11, Mr. Chairman, it traces the trends in the money supply, which
affect interest rates.

Chairman PATMAN. Yes, sir.
Mr. KEYSEELING. Looking at the bottom sector of chart 11, the

growth in the Federal money supply was contracted to 2.2 percent
a year from 1955 to 1965, which is the counterpart of rising interest
rates because the interest rates go up as the expansion of the money
supply decreases.

Chairman PATMAN. Is it to be expected that when interest rates
increase this will increase the price of all goods and services,
everything? As you inrease interest rates, you have higher prices and
higher prices lead to inflation?

Mr. KEYSERLING. Higher prices, it might be said, lead to inflation,
or rising prices might be regarded even as the simplest definition of
inflation. You get into theoretical arguments as to whether it is the
symbol or the reaction or the cause, but if I am trying to state simply
what is inflation, inflation is rising prices.

Chairman PATMAN. That is right. Now, then, in 1969 there was a
deflationary condition you indicated.

Mr. KEYSERLING. Oh, no question about it.
Chairman PATMAN. And that commenced about when? Early part

of the year? Middle of the year? Latter part of the year?
Mr. KEYSEIRLING. Well, the deflationary condition, in the sense of

the declining growth performance of the economy, as I say, com-
menced long before that, say 1966-67. But if you regard the defla-
tionary condition as the onset of absolute recession, you are correct,
it started in 1969, somewhere around the middle of the year.

N
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Chairman PATIrAN. That leads me to this question. On June 9,
1969, an official of a New York bank, which is traditional when the
prime rates are to be raised, announced that the prime rate hereafter
would be not 71/2 percent, but 81/2 percent. This was a case of a banker
carrying out a tradition that changes in the prime rate either are
made by a Wall Street banker, a big banker. In two instances in the
last 50 years the Continental Illinois Bank in Chicago and the First
National Bank in Boston were allowed to increase their rates first.
Outside of that they have always been increased or decreased by a
Wall Street bank. The increase in June 1969 was twice as large as
ever before in history for the prime rate, if my information is
correct. Before that they had increased by a quarter of a percent..
Twice they had increased it one-half of 1 percent, but this is the
only time in history, so far as I know, that the rate was increased
by 1 percent. That is why I got to studying about the cost of that
interest rate increase. I want to see if you agree with me about this
cost.

That 1 percent increase was a potential increase in all interest costs
of at least $15 billion a year, based upon the fact that our total public
and private debt at that time was one trillion five hundred billion
dollars plus. Is that a rough estimate of what you would consider
would be a fair estimation of the potential cost?

Mr. KEYSERLING. Let me answer the two questions you asked, and
then answer your more general question, which is the most important
of all.

First of all, if we look again at my chart 11, we will see in the
bottom sector that from 1968 to the second quarter of 1970, which
encompasses the period you mentioned, the. money supply was con-
tracted in its growth to 3.2 percent a year. This did two things. It
slowed down the economy still further and brought on an absolute
recession, and it accelerated the price increases throughout the land
for the reasons I have already stated. Whether or not every item of
goods on every shelf was affected by an increase in interest rates I
could not check, but it is true that the cost of money enters into more
product than anything else, and that the cost of most products is
pyramided and increased when money costs go up. There is no
question about it.

Next, on your question of the $15 billion, it is substantially cor-
rect. The policy of rising interest rates alone, and I have studied this
for years, has since 1952 transferred about $150 billion from those
who borrow money to those who lend money. Now, you do not have
to make a study to know that broadly speaking the transfer of in-
come from those who borrow money to those who lend money is not
to the benefit of the American economy or the American people. The
annual rate of that transfer is now somewhere in the nature of $15
to $20 billion a year. If you look at the Federal Budget alone, and
compute what interest rate the Federal Government is paying and
how much is in the budget for interest charges, those interest charges
are about $9 billion higher on an annual basis, or maybe more than
that, than they would be if the interest rates had not been raised.

Even more important, if interest rates had not been raised, the
economy would have been performing better and the Government
would not have been running so big a deficit.
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Now, it is curious that people say a Federal deficit is the biggest
cause of inflation. Yet, the Federal deficit today is $9 billion bigger
or the Federal surplus is $9 billion smaller than it would have been
if the Federal Governmient were not carrying $9 billion more of in-
terest payments, annual basis. The rising interest payments have been
the biggest factor in the increase in the Federal deficit. So, if you
follow the argument which Arthur Burns subscribes to, that a
Federal deficit is inflationary, then how can you reconcile the argu-
ment that rising interest rates are anti-inflationary when they have
been the biggest factor in the rising Federal deficit?

Now, coming to your last question, which is really the most in-
portant of all. Chairman Burns sat here yesterday. I am not going
to analyze his economics or his views, but I am going to say this:
He said to this committee in effect, and I do not think anybody can
challenge this, and I am just expressing it in a general way, you,
members of the committee, are facing the most powerful economic
force in the United States because no matter what policy the Presi-
dent wants and no matter what policy the Congress wants, or no
matter what policy this committee believes in, I, Arthur Burns, am
going to follow the monetary policy that I think best.

Now, Arthur Burns as a private individual is entitled to favor the
monetary policy he thinks best. But the Federal Reserve System is
a creature of the Congress, operating as a central bank, dealing with
the money factor, indeed creating money, changing the money supply,
performing what Burns would claim is the most powerful economic
influence in the United States. Therefore, the Federal Reserve should
not be independent of the President and Congress of the United
States, any more than the Treasury in the making of tax policy, or
an agency making price and wage policy in time of total war.

Why should we say, because we do not want monetary policy to be
political that, therefore, this fantastic power of regulating money
should not be answerable to anybody in practical effect? We say the
Federal Reserve System is under the Congress, but how? It is not in
practice answerable to anybody, and this is not democracy. It is not
answerable to the Supreme Court. The Supreme Court does not re-
view its actions. It reviews everybody else. The Fed is not answerable
to anybody. This is wrong. Legislation should do something to re-
dress this, partly by the kind of actions I indicate.

Chairman PATHAN. Mr. Keyserling, my time has expired, but when
I get back again I want to ask you about the Penn Central and
another question or two.

With respect to your point about the independence, I prefaced my
remarks in the introduction of Dr. Burns yesterday with the state-
ment that I do not agree that the Federal Reserve is independent of
the executive and certainly it is not independent of Congress. The
Constitution is very plain that the laws are made by the Congress
and enforced by the President, a separate branch of Government.

Each citizen has four people in Washington to look to and to ask
that they do certain things that will help the country. One is, of
course, number 1, the local representative in the House. Number 2,
the two U.S. Senators. And number 4, the President of the United
States, who is elected by the people. And I do not think it was ever

49 -774-70--pt. 319
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intended that the President of the United States, who is elected by
all the people, can just pick out someone who has never been elected
by the people at all, has never been tested in public service, and just
pick him out and say, "I am making you chairman of the Federal
Reserve Board and your decision will be final over the President of
the United States. I am selecting you, I have just been selected by
the people but I am going to give you all the powers that you need
to carry out the Federal Reserve System as you want to carry it out."
I do not believe that was ever intended.

Mr. KEYsERIUNG. Mr. Chairman, may I say I agree with you com-
pletely, and point out why what you say is not inconsistent with what
I have said.

I am distinguishing between things as they ought to be, which you
properly describe, and things as they actually are today. Historically,
the Federal Reserve System was created under Woodrow Wilson.
Neither Woodrow Wilson, a Democrat, nor Warren G. Harding, a
Republican, nor Calvin Coolidge, a Republican, nor Franklin Roose-
velt, a Democrat, nor Herbert Hoover, a Republican, coming before
Roosevelt, of course, conceived that the money power of the United
States as exercised by the Federal Reserve should be independent of
the United States. The issue never arose in their time. You can hardly
find any discussion of the independence of the Federal Reserve Sys-
tem in those times.

Chairman PATNIAN. Never mentioned.
Mr. KEYSERLING. The existing law was satisfactory. The "indepen-

dence" issue arose for the first time, and I lived through it, in the
very early 1950's, when a great clamor went up by the banks and finan-
cial institutions that the Federal Reserve policy of low interest rates
had been the great engine of inflation during World War II. This
was ridiculous. The great engine of inflation during World War II
was World War II. We had more inflation in World War I, and we
had still more inflation in the Civil War when there was no Federal
Reserve System. But they raised that clamor, and they became suc-
cessful, and they got their way through the Treasury-Federal Re-
serve Board accord, and I was before your committee in 1951 debat-
ing this matter, debating it among others with some very distin-
guished members of your committee.

As a practical matter today, as distinguished from what a Presi-
dent can do and what a Congress can do in my view should do, as a
practical matter, nobody can really say that Arthur Burns was sit-
ting here yesterday as a man who recognized that the views of the
President or the views of the Congress should alter one iota the
decisions of the Federal Reserve System as to what they are doing
about the money supply. That is what I am talking about.

Chairman PATMAN. My time has expired. Mr. Widnall?
Representative WIDNALL. Thank you, Mr. Chairman.
Mr. Keyserling, you criticize sharp and continuous changes in

monetary policy and say they tend to destabilize the economy. This
committee has actually voiced the same view. Would you characterize
monetary policy in 1970 as being destabilizing?

Mr. KEYSERLING. I would characterize monetary policy in 1970 as
being destabilizing in the sense-in two senses. First, as representing
a continuation of the very sharp and erratic changes in monetary
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policy from year to year, and second, as being destabilizing in the
sense of not being properly adjusted to the need of the economy for
recovery and growth. In other words, being deflationary in an eco-
nomic sense. And that is destabilizing in a way.

Representative WIDNALL. Do you believe that the abrupt change in
the money supply between the second half of 1969 and the first half
of 1970 was necessary?

Mr. KEYSERLING. Well, I would have to explain just a little bit
what I said before. I do not mean that you should never make an
abrupt change. If you make such large mistakes that you are funda-
mentally in the wrong position, you have to make an abrupt change,
and I would say that my whole testimony is to the point that we need
to make a lot of abrupt changes now to get the economy going again.

When I say that you should not have to make these very sharp ups
and downs, what I am really saying is that, if there were more think-
ing in the Government, more planning, and I am not afraid of that
word, more of a long-range view, and you set a long-range stable
policy, you might have to change it some from time to time, but not
so often and so severely. If you set a long-range policy for a steady
rate of growth, instead of trying to react, through this fine-tuning
from year to year, to what is occurring, what you think is occurring,
you would in the long run get a much better economic performance.

So, I criticize the abrupt changes from year to year over the years.
I do not mean that, as of a given point in time, if you are moving in
the wrong direction, or if the situation needs correcting, you do not
need to make an abrupt change before you get on the course. So, I
would not criticize that one abrupt change. St correctly enlarged the
expansion of the money supply, but not nearly enough. But I am
against the idea that the Federal Reserve System should continuously
be fiddling with the money supply up and down, and it is very
interesting to note as I said before, that Milton Friedman, who has
given more attention to this subject than anybody else and who
certainly is accepted widely by conservative interests, takes the same
position. He would not say you never need a change in the money
policy, and he is saying now that the Federal Reserve Board is
increasing the money supply too slowly. He disagrees with Arthur
Burns, but he still says they have got to get on the course of not
going on forever as they have gone on since 1952 in fiddling up and
down every year, but rather having a long-range stabilizing policy.

Representative WIDNALL. What consequences do you believe that
change will have on the economy?

Mr. KEY5ERLING. I believe that a rapid-much more rapid increase
in the money supply, which would also exercise downward pressures
on interest rates, would have a wholly satisfactory effect on the
American economy. It would help to speed up the rate of economic
growth, it would help to reduce unemployment, and, for the reasons
I have given, it would greatly help to reduce the price inflation. It
would have no unfavorable effects.

Representative WIDNALL. I am interested in your comments on
price and wage controls because our committee has just voted out
action that would provide for standby wage and price controls with
the President having the ability to put them into effect.
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You said in your prepared statement, "Price and wage controls
through Federal law should not be considered at this time." What
effect do you believe debate over these controls in the Congress will
have on the economy?

Mr. KEYSERLING. Well, I never like to dodge a question, but that
is one of the hardest questions in the world to answer, because if you
say that the debate may have an unstabilizing effect, then you get
into a box because you say that the Congress should not have open
and considered discussion of issues because it might be unstabilizing.
In a sense, in that sense, the entire congressional process is un-
stabilizing. By that I mean, you put up any bit of legislation, and
while you are debating it, people are uncertain what is going to
happen, so that is unstabilizing. But that is the very process of
Government. So, I am not worried about the debate.

Now, I would say that the executive branch in its consistent
obsession with talking about inflationary dangers, to the exclusion of
the whole problem of employment and production and national
income and real wealth and all the other things I have mentioned,
has not only been responsive to some of the inflation but has caused
a good deal of it. I think that you frighten people by making one
problem seem like an obsessive ogre which is going to eat you, which
completely misinterprets its real relationship to the whole problem
of the economy.

On the problem of what the committee has voted out, I am not
testifying on that subject. Naturally, I stand by what I said. My
view is that this is not the time for direct price and wage controls.
The reason why, it seems to me, follows these common sense lines:

.I believe that a Government should learn how to do reasonably well
the traditional things that it always has to do, and use correctly
these powerful implements, before it embarks upon thorny and un-
usual and temporary measures. If the Government were executing
reasonably well its fiscal and monetary policies and its housing
policies and its farm policies and its international economic policies,
if it were bringing them together in a rational program for growth,
and if it were found that we were still sorely vexed with the problem
of inflation, then I would not on theoretical grounds or on ideological
grounds oppose price and wage controls. But when the Government is
not doing these things well, and when I believe that the inflation is
being caused mostly by their not doing them well, I do not want a
Government engaged in the task of trying to straighten out its own
house to be further encumbered with the torments and conflicts all
over the country insisting on bringing a new and obstreperous visitor
into the house. This is my basic and practical argument.

Second, I do not like to give an additional policy weapon to a
Government, and as I have said before, I am not political about this,
which is wrong in the policy weapons it is already using. In other
words, if price and wage control would be used under a rational
economic analysis and geared to the problem of quick economic
restoration, I might be willing to say I was not too concerned about
it. But as against the idea that price and wage controls solve a
problem simply because there is something definite, they could be
misused just like any other policy. My fear is that, just as money
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policy and tax policy and the other policies, as I have indicated, are
now being used to cause inflation by stunting the economy instead
of to fight inflation by increasing employment and production, price
and wage controls can be used for the same purpose, and would
merely give another weapon to those whose analysis needs to be
changed and whose fundamental point of emphasis needs to be
changed.

That is my reasoning on this subject. I respect the reasoning of
others, but that is my reasoning on the subject.

Now, my friend Galbraith, writing in the New York Times, says
that he knows more about the subject than anybody else because he
administered price and .wage controls during World War II. Well,
here is the difference.

In the first place, it is .obvious that during World War II we
were burning up more than half of the national products in fighting
a war which, is wasteful in. an economic sense,, so we had only half
of the product left for civilian use and yet civilians were earning
all the income that came from fighting the v war, so that you had a
tremendous redundancy of purchasing power, exerted against a
civilian supply which was only half of the total supply.

Second, during World War II we were growing at a real annual
rate of 9 percent. We did have an overheated economy in a real sense.
Productive facilities were under pressure. We were -feeding the
whole' world. Unemployment was down to less than 1 percent.

Well, that is a proper situation for traditional and classical price
and wage controls. Today, the siituation is the opposite in every
respect. The defense outlays, we all wish they were lower. We all
have different views about international security policy. Yet, these
outlays are only absorbing 9 percent of the economy. Instead of
overused plants, we have underused plants. Instead of unemployment
below 1 percent, we have it above 5 percent, or above 6 percent
depending on how you measure it. It is an entirely different kind of
inflation, due to an entirely different set of causes.

Representative WIDNALL. Mr. Keyserling, just one further ques-
tion. You said that by 1966 a recession was certainly just around the
corner and the new economics was saved only by the unexpected and
immense increase in public spending due to the Vietnam war. What
led you to believe a recession was near in 1966?

Mr. KEYSERLING. I am not the only one who believed it. If you
retrace the history by reading what was written during that time,
you will see that most people were concerned about it. The economy
was definitely faltering in its course and definitely in deep trouble
in 1966, until the Vietnam war came along, there is no question
about it, because of earlier errors in economic policy to which I have
already referred, and with which I was in disagreement.

Second, even with the increased expenditure in the Vietnam war,
as I pointed out, the economy began to contract in its rate of eco-
nomic growth from 1966 forward very sharply and seriously, which
simply means, and this brings me to one aspect of international
policy, there is one thing I am more frightened about in this country
than the economic situation and that is the international situation
and here is why. I think we are living in an uncertain world where
nobody can be sure about what our international policy should be,



660

but I am sure of one thing. I am sure that our international security
policy should be dictated by the best judgment, fallible though it is,
as to the international situation and, not dictated by mistaken horror
cries that getting into this or out of that or cutting national security
outlays should be attempted because that is the only way to stop
inflation, or because you cannot attend to your domestic needs
otherwise.

This is not true in a slack economy. Everything else being equal,
we would have more unemployment and more idle plants if we had
less defense outlays. I am not saying that you should maintain
defense outlays for that reason. You should not. But you cannot
attribute the inflation to the defense outlays, when you have this
irony of increasing inflation in an excessively slack economy even
with the defense outlays. So, the people who are agitating and stir-
ring up the country to the point, as I put it dramatically, where the
time is going to come when an American President will not be able
to send a marine anywhere without taking the plebiscite of the
freshman class at Bennington College, this is not democracy. This
is chaos. I am worried about it. I am worried about how we can
forge a sensible international policy when we have got it tied in so
improperly with the problem of inflation and the problem of our
domestic priority needs. And the neglect of these priorities started
before the Vietnam war. There was not any great big Vietnam war in
1964, when we went the wrong course on fiscal policy, and that
problem is not going to be solved by getting the men out. I am not
arguing whether they should or should not be gotten out. But when
you confuse the problem of what to do internationally, which is
really a noneconomic problem in the sense that we have the resources
to do internationally what we must, and should not do internation-
ally what we should not,, when you confuse and intermingle that
with the domestic economic question, you are in a terrible situation
in world affairs.

I think 500,000 men in Vietnam was not too many if we should be
there, and one was too many if we should not, and the same as to
$30 billion of expenditures.

Now, I do not claim to have the right answer to that, but that is
how it should be debated, and not debated on the ground that people
are in slums in Harlem because there is a Vietnam War, or we are
having inflation because there is a Vietnam War. It is not so, and
it is dangerous to say it is.

Representative WIDNALL. Thank you, Mr. Keyserling. I would like
to say to you that I think the Congress and the American people
would heartily agree with you, with your comment about taking a
plebiscite at Bennington College in connection with what to do in
the future. We have certainly gone way out on a limb recently in
trying to appease some of these people.

Chairman PATMAN. Mr. Keyserling, before I ask you about the
Penn Central, when I was trying to determine how much 1 percent
would amount to on all debts, public and private, it ran up not
only to millions and billions but in the trillions. I just wondered if
we would run out of names if we keep on hearing the arguments
here that we will soon have a-take enough wheelbarrow loads of
money to buy a loaf of bread like it was in Germany, what we are



661

going to call this money, and I just wondered-now, this is an
elementary question to you-you have no problem with it because
you know-but I looked into it a little bit and I decided that after
you go from a million to a billion to a trillion, you go to a quadrillion
and quintillion, sextillion, septillion, octil]ion, nonillion, decillion.
Is that right?

Mr. KEYSERLING. I believe that is right.
Chairman PATMAN. Now, how much of a decillion is a billion?
Mr. KEYSERLING. There you have got me. I know that a thousand

billion is a trillion but when you get beyond that, I have not really
mastered the subject because it has not yet become relevant.

Chairman PATMAN. Has not come up yet.
Mr. KEYSERLING. Has not come up yet.
Chairman PATMAN. We have only gotten to the trillion.
Mr. KEYSERLING. That is right.
Chairman PATMAN. OK. Now, on the central bank, I just wanted

to comment here. It was never intended under Woodrow Wilson that
we would have one central bank. As you know, we had 12 separate
banks to service 12 separate regions. Woodrow Wilson never would
have anything to do with advising the Federal Reserve System.
He said, "they are making loans in their areas. I do not know any-
thing about their areas and it is not for me, the President of the
Uiited States, to advise them what they should do in any particular
area out of the 12." He was against a central bank.

Later on when Mr. Andrew Mellon became Secretary of the
Treasury under Mr. Harding, he made it a central bank. He did it
not by law but by persuasion. He persuaded the Presidents of the
banks, the 12 banks, and the directors, six out of every nine. Of
course, there are nine directors in each of the 12 banks, and six of
them were selected by the banks anyway, and it would not be a
difficult problem to persuade them that they would just have one
bank like the New York Bank to do all the buying and selling of
Government bonds and thereby start on a central bank idea.

It was not long until that was perfected without any law at all
under Mr. Mellon and then, of course, the time came in 1935 when
Congress actually passed a law which in effect, caused it to be a
central bank.

You agree to that, do you not, Mr. Keyserling?
Mr. IKEYSERLING. Yes, sir.
Chairman PATMAN. So since that time we have had a central bank,

but I agree with you that there must be a lot of changes made in
this Federal Reserve banking system or we are going to have more
problems than we have now.

On this 1 percent interest rate increase, since the first of January
1969, our prime interest rate had gone up from 6 percent, as it was
election day 1968, to 8½2 percent. That is an increase of 21/2 percent.
Based upon the estimate we made a while ago, that would be an
increase, potential increase, in interest costs in the United States
which the 55 million families would have to pay each year from
now on.

Mr. KEYsEr.LING. I agree with you, and I would say it is really an
increase of more than 30 percent.
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Chairman PATMAN. We are talking about a cost of 371/2 billion
dollars a year just on that 21/2 percent increase.

Mr. KEYSERLING. All I am saying is that when the interest rate
goes up from 6 to 8, to make it simple, we say it is a 2-percent
increase.

Chairman PATMAN. Yes, sir.
Mr. KEYSERbING. It is really a 331/3d percent increase in money cost

to the average family.
Chairman PATMAN. That is right.
Mr. KEYSERLING. 33%d percent higher. If an interest .rate goes

up from .4 to 8, that is-we say that is 4 but it is really, a hundred.
The interest cost is doubled.

Chairman PATMAN. And from 6 to 8 percent would bee-~
Mr. KEYSERLING. 331/3d percent.
Chairman PATMIAN (continuing). 331/3d percent.. Yes, sir.
Well, there are a lot of things that can be done about this, I hope.

They must be done.
It occurs to me, Mr. Keyserling, that since the banking system has

not made it possible for money to be available for housing and since
we are so desperately in need of housing in this country, that-there
should be a special rate just 'for housing. -

At the market rate which is insisted upon, a homeowner is- in no
position to compete in the market, for $20,000 to buy a home. -He
*cannot compete with a 271/2 billion -dollar bank. He cannot compete
with all these thousands of corporations that -can either pay more
than 15 percent or get-that much.

Mr. KEYgERLING. He certainly cannot compete, Mr. Chairman,:
when broadly-speaking, the person looking for a house is paying the-
housing rate and the bank is getting it.

Chairman PATMAN. That is right. And he cannot compete with the
gambling casinoes. He cannot compete with the high-interest loan
sharks who can pay any amount. He cannot compete with these
numbered bank accounts in foreign countries or even in our own
country. So, he is just in a helpless position. Do you not think the
Government of the United States, in the interests of all the people in
the country, would be justified in setting up a separate rate for
homeowners?

Mr. KEYSERLING. I not only think they should set one up, I think
they should return to policies which did set one up.

Let me illustrate what I mean. We created, when I first came into
Government service-I do not mean I created it, the Nation created
it-a wide' range of housing activities in which the Federal Govern-
ment was interested. The Home Owners Loan Corporation, the
Federal Housing Administration, the U.S. Housing Authority.

Chairman PATMAN. You were the first general' counsel of the
Housing Administration, to the best of my recollection.

Mr. KEYSERLING. That is right, and I worked on all of this
legislation.

Chairman PATMAN. Yes, sir.
Mr. KEYSERLING. And the Federal Home Loan Bank Board. Now,

all of those agencies were designed to and did create a special interest
rate for housing. The HOLC, when the insurance companies and
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the banks were virtually bankrupt in consequence of the Great
Depression and had out -housing loans at huge interest rates which
they could not collect on, the Government turned that over and
refinanced it at very low interest rates. Then, of course, when the
Government had salvaged the situation, they gave the assets back
to the people whom they had rescued, who then began to bite the
hand that fed them.

Chairman PATMAN. The Government paid a hundred million
dollars through HOLC. Mr. Roosevelt went on the radio and said
anyone who is in distress by reason of being unable to make the
payment on your home, you either call me over the telephone, send
me a telegram, write me a letter, or write me a message on a postcard
and I will see that you get consideration immediately to refinance
your loans, reamortize them, at lower interest rates, lower monthly
payments, and you can pay your homes out, and millions of people
did that and millions of people saved their homes that way. You
remember that so well.

Mr. KFYSERLING. And this is another way of saying what rein-
forces everything I have said here today. We hear that, if you have
higher interest rates, people will have more with which to do business.
Not if you kill the goose that lays the golden egg, and actually, what
Mr. Roosevelt did, although it reduced the interest rates, did not
help homeowners only. Mr. Roosevelt really rescued our American
business system, and saved the system of so-called private enterprise
that we all want to preserve. He conducted a great rescue operation
for them.

There is also the Federal Housing Administration, which insures
private investment in housing, and which for many years was and
probably still is the biggest single factor in the housing field. Before
the FHA, the effective interest rate on housing was 8, 9, 10, and
12 percent. You had two and three and four mortgages, each at a
higher interest rate. Under the FHA, the whole system of private
house financing was reorganized, and the effective FHA-insured
interest rate, which was private lending insured by FHA on housing,
was gotten down to 41/4 percent. Even at 41/4 percent you could take
care of the upper middle income families, you could not really take
care of the lower middle income families and the low income families.
So, during World War II, as a postwar measure. I began to work
on what became the Wagner-Ellender-Taft Housing Act of 1949.

Chairman PATMAN. You worked for Senator Wagner when it first
started.

Mr. KEYSERLING. I had worked fulltime for Senator Wagner years
earlier. In the case of this legislation, I was a consultant to Senator
Wagner and also a consultant to Senator Taft. I mention Senator
Taft particularly because he was called Mr. Republican, and was
supposed to be a conservative. It ended by his being called a socialist
by the National Association of Real Estate Boards.

Senator Taft joined in this legislation, which was designed to cut
the interest rate on housing from 41/4 percent down to 31/2 and 3 and
2, with the hacking of Government guarantees or Government lend-
ing for that matter, so that you could really get the housing within
the reach of the people who really needed it and stop the prolifera-
tion of slums.
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Well, then, this law was passed. But after the law was passed,
the administrations administering it were not too sympathetic to
these new purposes, and then you had the tight money policy coming
along, so that the effective interest rate today on an FHA. insured
loan, instead of moving from 41/4 percent to 3½/2 or 3 (as even
Senator Taft wanted, and not only wanted but put his name on;
not that I intimate that he was the leader as against Senator Wagner
or Senator Ellender or you who were then on the Banking and
Currency Committee and many others, including John Sparkman,
I just mention Senator Taft to illustrate the point in that he was a
conservative Republican) has moved up to 8 percent or more, even
without all the undercover premiums and payments. Really what
you have is about 9 percent. Is it any wonder-

Chairman PATMAN. That is the effective rate now, 9 percent?
Air. IKEYSERLING. Approximately.
Chairman PATMAN. For that reason the person who buys a $20,000

home has to obligate himself to pay $38,000 in interest, or $58,000
for the home.

Mr. KEYSERLING. Yes. Saying it in another way as I said it before,
the family that buys that kind of house will, over the life of the
mortgage, devote 1 whole year of its income just to paying the
higher interest rates. In other words, they work a year for nothing
because of the higher interest rates.

Chairman PATMIAN. A year for nothing.
Mr. IKEYSERLING. And this is supposed to stop inflation. So, when

they do that, and because their housing costs are so much higher
they ask for a wage increase to cover it, they are told you are pushing
up prices. And when the utilities ask for a rate increase because
their cost of borrowing has gone up from 6 to 10 percent, the same
thing is said about them, and so forth, all up and down the line.
It is perfectly obvious that money is a cost, and if you raise that cost,
everything else is going to rise, too.

Chairman PATAIAN. Mr. Keyserling, you are the only person I
know who can really give an account of what happened from, say,
before World War II up until the present time on interest rates and
things that are as important as interest rates.

In 1936 people everywhere felt like we were going to get into a
war. War clouds were over Europe. We got into the war on Decem-
ber 7, 1941. Mr. Roosevelt decided that we would have to keep
interest rates down over the period of the war.

AMr. IKEYSERLING. Yes, sir.
Chairman PATMIAN. Because -we could not pay for that war and

come out with anything unless we kept interest rates down. And he
called in the Federal Reserve Board. Marriner Eccles was chairman
of the Board. Marriner Eccles was a very rich man, very reactionary
in his views, but a mighty good man, and he was convinced that
President Roosevelt was right. It was against all of his views. He
had never done anything like that, but in order to be patriotic as
he should in time of war, he argued to carry out the desires of the
administration.

Mr. KEYSERLING. And also, if I may say so, because in those days
the Federal Reserve people knew whom they were working for.
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Chairman PATMAN. Yes, they did know who they were working
for. That is a good addition. And he agreed to do that and for 14
years before that war started, and during the war, and after the
wvar, long-term interest rates were maintained at 2½/2 percent and less.

Mr. KEYSERLING. That is right.
Chairman PATHIAN. And anyone who wanted to get his money for

Government bonds, 21/2 percent, 21/4, 2 percent, he could take it in
and get cash for it. No problem at all, and long-term rates were
easily maintained because, of course, the Government debt was so
large, so huge, and all other interest rates had to follow. So, it was
no problem there. And even when Mr. Eisenhower came in on
January 20, 1953, and Mr. Humphrey of Cleveland became his
Secretary of the Treasury. Mr. Humphrey put out a bond issue of
23/s percent and it sold quickly.

Mr. KEYSFLING. That is correct.
Chairman PATMAN. Another one, 21/2 percent, sold quickly. Then

Mr. Humphrey decided that he wanted to raise rates, and he put
out an issue at 31/4 percent. just jumped it up, for a billion dollars,
that is all. He did not need it. He had several billion dollars in the
Treasury. But it was solely for the purpose of raising interest rates.
It almost caused a depression. And it retarded them in their efforts
to raise interest rates for a while. But finally, they got started again
and interest rates have increased ever since that time.

Mr. KEYSERLING. And an interesting footnote on this is that when
this battle about the accord and the rising interest rates started, Mr.
Marriner Eceles, who as you say, had realized whom he was working
for back during World War II, that those in charge of the money
power should be working for the people elected by the people who
represent their interests rather than working for the banks, yet by
1952 and 1953 and 1954 when this issue was reraised, Mr. Eccles
became the outstanding champion of rising interest rates, and you
described him correctly.

Chairman PATMAN. I can call your attention to something else on
that. You know, he first wanted the short-term rates raised, and he
got them raised. That is the reason Mr. Truman would not reappoint
him. I happen to know a little about that. Mr. Truman felt when he
did not reappoint him he would get off the Board. You know, it is
somewhat customary and traditional for things like that to happen.
But he did not. He stayed on.

Mr. KEYSERLING. And then the trouble was that the man whom
Mr. Truman did appoint as chairman-

Chairman PATMAN. From Philadelphia.
Mr. KEYSERLING. I do not like to use a hard word, but let us say

he disappointed the President, to be charitable about it.
Chairman PATMIAN. No question about that.
Mr. KEYSERLING. And then a certain undersecretary of the Treas-

ury was sent over to be chairman, who was chairman until last year.
Chairman PATMAN. That is right.
Mr. KEYSERLING. And he disappointed the President even more.
Chairman PATMIAN. Very much so. And these interest rates being

kept low enabled our country to be saved. Not only that, Mr. Truman
paid $29 billion on the national debt at one time before he went out.
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Mr. KEYSERLING. I said before that Mr. Truman, during the almost
8 years of his Presidency, reduced the national debt and maintained
a better record of a balanced budget than any succeeding President,
even though he fought a bigger war relative to the size of the
economy then the Vietnam War.

Chairman PATMrAN. That is right, and let me remind you again,
Mr. Keyserling, that 1944 was the hardest year the United States,
I believe, ever had. No one knew whether or not we were going to
win that war. At some times it looked kind of bad against us, but
notwithstanding that, a lot of people, in Congress and out, began to
work on something to be done when the war was over, if and when
we were lucky enough to end the war. We got up the GI Bill of
Rights, we got up housing loans, we got up loans to small business.
We had 15 million men on the battlefields and people would say after
every major war the country has always suffered a devastating de-
pression. They said, we are bound to have a major depression when
this war is over. These 15 million men will come back here, they
cannot all sell apples. They cannot all get jobs and we will just have
distress, unemployment, breadlines, and all kinds of hardships. We
tried to make arrangements to prevent that, and we were successful.

I say "we." I was just a small cog in the wheel but I was working
on it with them. I was the author of the first housing bill gotten out
for veterans, and I worked with other things. By reason of our
efforts, when these boys came back, they went to college. They be-
came engineers, they became doctors, architects. Almost every pro-
fession was represented under the GI Bill of Rights.

The Government had money enough due to low interest rates to
pay their board, their lodging, their tuition, and send them to college
for 4 years and more and take care of their wives and families at
the same time.

Mr. KEYSERLING. Well, I remember this experience very well, be-
cause I remember the prediction that there would be an 8 million
unemployment rate after the war, and I had articles disagreeing with
their prediction. But the reason there were not 8 million unemployed
was not an accident. The reason there were not was the very long-
range planning I am talking about here. The Government did not
start to prepare for the end of the war on VJ Day, but started long
before that, had a wide range of programs, housing programs, loan
programs, veterans' training programs, and so forth and so on, edu-
cational Programs, and we went over that transition fairly smoothly.

If we had had them the economic philosophy and think'ing that we
have now, what would have happened is very clear. People would
have said, well, the one big problem we are going to have when the
war is over is inflation, and they would have set everything in motion
to stop inflation. They would have jacked up the interest rates to
stop inflation, and they would have slashed domestic programs to
stop inflation. They would have said the veterans' benefits and the
educational programs are all going to cost too much, we cannot afford
them, and they would have gotten the bad economic results we are
getting in now during our withdrawal from a smaller war. They
would have gotten the inflation which they were trying to stop, and
they would have gotten a proportionately bigger economic recession,
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and so forth and so on. But we have not learned as much as we
should from the history.

Chairman PATMAN. And furthermore, Mr. Keyserling, if they
wanted to buy a home, they could buy it through Government sources
at a reasonable rate of interest. If they wanted to go into business,
they could borrow money for the purpose of going into business at a
reasonable rate of interest. We had so many opportunities for them.

Now, you have done so much for public service. I do not know of
any man who has done more for the public service of this Nation
than Leon Keyserling. You have always worked in the public interest
since I have known you and I have known you ever since Senator
Wagner came here to the U.S. Senate and you worked with him. You
worked on all these programs, every one of them.

I do not know of a person in the United States who has more knowl-
edge and information of what went on than you do. I think it would
be a wonderful thing in extending your remarks here if you would
summarize all those things so they will not be forgotten, especially
about the period, you klowV, in World War II and subsequent to
that time. Would you be willing to undertake that, Mr. Keyserling?

Mr. KEYSERLING. Well, I can undertake some of the modest parts
of it but may I make one comment on the record now?

Chairman PATMIAN. Yes, sir.
Mr. KEYSERLING. I want to correct something that was said by the

chairman. The chairman said that he was a small cog in the wheel
in 1944. The chairman was not a small cog in the wheel even in the
1930's, when I was appearing before the House Banking and Cur-
rency Committee on some of the early housing legislation. The chair-
man may only have been the third or the fourth ranking member of
that committee, but he was a great force for doing what was right.

And let me say this on this whole money thing. 6 ne of the biggest
troubles we have in this country-of course, there is a lot of bad
analysis that I have been talking about, and a lot of bad policy-the
biggest thing lacking is guts. Even people who know this policy is
wrong, they are afraid to stand up. I do not know any public figure,
at least in the 37 years that I have been in Washington, who deserves
as much or more credit than you do for the way you have stood up
tirelessly on this whole money question, and nobody has ever been
more right, and by now nobody has been more proved right. Yet, as
we read the journals, they sometimes say you are an extremist, they
sometimes say this or they say that. This is what always happens to
people when they do what you have done, and some people may
think you are always talking on this one subject. Well, Pasteur was
always talking about getting rid of what he was trying to get rid
of, and all the doctors in the academies w ere saying that his vaccina-
tion was going to kill all the sheep. Ultimately, he was proven right,
and those are the most valuable kinds of people, and I am a tre-
mendous admirer of the way you have stood up on this money
question.

Chairman PATMAN. Thank you very much, sir.
Now, I want to ask you one or two things about the Penn Central.

When the Defense Production Act was enacted back in 1950, we
provided for a type of loan I think they called it "V" loan at that
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time. Under that provision Penn Central made application for a
$200 million guarantee.

Naturally, this attracted my attention and I went into it rather
thoroughly. I found out that we had provided in that law originally
that applications of a certain size, I believe, had to be passed on by
the Federal Reserve Bank where the application originated, where
the company was domiciled, and I began to inquire. They began to
put pressure on me to approve the deal, and I said, "well, let me see
all the papers. I want to see what is happening around here and
what Penn Central has." It has three holding companies and hun-
dreds of corporations worth a lot of money. Then I called on them
for that Federal Reserve report. I said, "now, I think you have to
have a Federal Reserve report." None of them seemed to know
anything about it but I said, " I want that report. I know it must
have been made." I did not get that report until the day before
yesterday, a month after I had made the same decision that the
Federal Reserve Bank of New York had made a month before,
saying that the loan was not justified, the Government could not
get its money back, it would just be a loss of $200 million. They
wrote a rather devastating report on why it should not be granted,
and all the time that I was being persuaded to help them get that
loan through. Some of these people who were trying to persuade me
knew of that Federal Reserve report, but never told me a thing
about it. I only received it accidentally because I found out who
had it and just demanded it, sent a messenger down for it. I received
it the day before yesterday and put it in the record. I imagine you
have seen it in the record.

Mr. KEYSERLING. Yes, sir.
Chairman PATMAN. It is a devastating report and that goes to

show that there are some things that are pretty bad around here yet
that should not go on. I will appreciate it if you will recount in your
testimony what you can without too much trouble about your con-
nection with this Penn Central problem. I have said a number of
times that you are the one person who knows more about Penn
Central, the merger and all these things, than all the rest of us com-
bined, because you lived with it, you went through the courts with it,
as a public official you dealt with it, and you have knowledge that
no one else has. Would you give us the benefit of that knowledge to
the extent of your ability to do so, taking into consideration your
own commitments and your own business? Would you try that, sir?

Mr. KEYSERLING. Well, I will try it in a brief way. Of course, my
testimony before the ICC in the Penn Central matter ran to hundreds
of pages and I do not know how many charts, but I could make
some kind of summary of it at some time. Could I make that avail-
able to the committee separately from this particular hearing?

Chairman PATMAN. That would be all right.
Mr. KEYSERLING. Because I will have to get the record on my

corrections on this particular-
Chairman PATMAN. We could have it printed and I think the

committee would be willing to print it.
Mr. KEYSERLING. Well, at some reasonably near time I will attempt

that but not as part of this hearing.
Chairman PATMAN. All right.
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We found you in Europe when we wanted you to testify here and
you were kind enough to come back to testify today. You have only
been back a couple of days, have you not?

Mr. KEYSERLING. Since Monday.
Chairman PATMAN. Since Monday, and we appreciate it very, very

much, more than we can ever tell you. You have rendered a great
public service throughout your career to my knowledge, because I
have known you all during that time and I knew how valuable you
were.

Thank you very much for your appearance.
Mr. KEYSERLING. Thank you, Mr. Chairman.
Chairman PATHAN. The committee will stand in recess, subject to

the call of the Chair.
(Whereupon, at 12:30 p.m., the hearing was recessed, subject to

the call of the Chair.)
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